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Instalment Accounts Receivable 
By D. PAuL MUSSELMAN 


I 


One of the primary purposes of any system of accounts 
and reports is to record the resources, liabilities and operations of 
a given enterprise in such a manner as to disclose the various fac- 
tors that contribute to the ultimate accomplishment or failure of 
its purpose and to measure and compare these separate causes in 
the common terms of dollars and cents. 

If new factors enter in, the accountant must widen the scope of 
his analyses and exhibit their effects. To try to combine the 
new with the old in order to preserve the old forms is to destroy 
the value of the account for both. And yet this is being con- 
stantly done in accounting for merchandising enterprises which 
have adopted the instalment method of selling. New factors of 
prime importance relating to the accounts receivable have been 
introduced, but appropriate changes in accounting methods and 
forms of statements have not followed. Many firms continue to 
force their facts into the old forms used for cash-trading concerns 
with the result that statements not only fail to disclose the spe- 
cial information that interested persons need regarding this par- 
ticular type of enterprise, but so combine unrelated factors that 
conclusions drawn from these statements may be dangerously 
misleading. 

Instalment selling was formerly confined to high-priced goods 
whose identity was preserved, whose useful life, generally in some 
productive capacity, was relatively long, and which were sold, on 
the whole, to financially responsible purchasers. Such opera- 
tions are generally accounted for on some plan of deferred profits 
with which we are not primarily concerned at this time. But 
within the last few years this method of selling has been extended 
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to the much wider field of so-called consumers’ goods, and under 
conditions almost entirely opposite to those mentioned. With 
the controversy as to the right and wrong of this matter the ac- 
countant, as such, has nothing to do. He must recognize, how- 
ever, that new conditions often call for new accounting informa- 
tion, and must revise his forms and methods accordingly. 

It is with the needs of this new kind of enterprise that this 
article is especially concerned. And the fundamental mark of 
distinction which separates this kind of instalment selling from 
others is the multiplicity of small accounts. This is the principal 
condition of the problem which confronts the accountant from 
first to last. We presuppose a customers’ ledger consisting of 
so many thousands of accounts, and involving so many tens of 
thousands of postings, that analysis for data affecting profit and 
loss is impossible as a matter of regular routine, even by the ex- 
pedient of reasonable tests. Our necessity is for a method of 
treating these accounts in the mass and in such a manner as to 
furnish such special and peculiar information as managers and 
creditors of these enterprises require. 

From the accounting viewpoint the most significant fact call- 
ing for recognition in the accounting system is that the function 
of financing has been joined to that of merchandising. This 
means that the element of time must be taken into consider- 
ation. While the accounts receivable of the non-instalment- 
trading concern are a part of its working capital, the accounts 
of the instalment house are only partly so. One of the prac- 
tical effects of this condition (and one of the practical reasons 
demonstrating the above generalization that accounting meth- 
ods must accommodate themselves to introductions of new 
factors) is that, unlike conditions in the non-instalment house, 
increasing sales reduce rather than increase working capital. 
This is an unavoidable development which many ambitious pro- 
prietors have failed to realize, to their sorrow. Proper account- 
ing methods might have warned them that they were expanding 
themselves into insolvency. Liquid capital must be replenished 
from outside sources, and bankers are likely to ask pertinent 
questions to which the accounts, kept on old-line methods, fail 
to provide the answers. 

It is the policy of instalment sellers of consumers’ goods to keep 
their customers ‘‘loaded up.’’ Terms are likely to be based on 
the amount of the unpaid balances rather than on the length of 
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life of the goods which are sold. Collections tend to diminish in 
amount as the end approaches. Proprietors are lenient in the 
hope of making more sales. Thus, as a practical matter, the term 
of collection applied to any given sale may extend, and usually 
does, considerably longer than the nominal term of the contract. 
To include all of these accounts as current assets leads to a paper 
inflation of working capital when the capital, needed as it is for 
current obligations, is actually reduced. There is no more justi- 
fication for the inclusion of all these accounts in the current assets 
than for a financial institution, without a merchandising depart- 
ment attached, to combine its investments with its loans and dis- 
counts, nor is the analogy far-fetched, considering the extensive 
financial function which has joined the operation of the instal- 
ment house. If a comparison between current assets and current 
liabilities is to mean anything, especially to the banker, differen- 
tiation must be shown in some form on the balance-sheet; but 
with the methods of the cash-trading concern no truthful segrega- 
tion can be made, the great volume of customers’ accounts 
making separate analyses impracticable. 

Thus the element of time becomes an essential factor to be 
dealt with in the instalment-house statement. Instead of a 
single item of accounts receivable, due in 30 or 60 days, we have 
in reality groups of monthly maturities, many of which are far too 
remote to be considered in relation to the current liabilities. 

The importance of this condition in its bearing on the financial 
statement is even more apparent when it is considered that while 
the ordinary accounts-receivable item contains a measure of un- 
realized profit, that of the instalment house, with its implied inter- 
est charge, contains a double measure of unrealized profit and a 
profit far removed in time from its ultimate realization. Ac- 
counting practice does not tolerate the existence of unrealized 
profits in the balance-sheet, except when sales transmute the in- 
ventory into receivables, and this is because of their imminent 
availability in the ordinary case. But in the instalment account 
this generally trivial inconsistency assumes formidable proportions. 

Business men were quick enough to recognize this situation 
when it came to paying taxes on these paper profits; and so the 
law now recognizes the absurdity of taking the old names at 
their face value in these new circumstances and makes special 
provision for the instalment method of reporting taxable net 
income. 
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Finally, the relatively large size of the accounts-receivable item 
in proportion to other assets and in proportion to the same item 
in the balance-sheets of straight trading concerns magnifies the 
importance of the reserve. The possibility of manipulation of 
this item will throw any balance-sheet and profit-and-loss state- 
ment under suspicion if no information as to how it is obtained is 
available. Comparative statements are also rendered valueless. 
Accuracy in other departments is rendered useless. Manipula- 
tion of profits by tampering with depreciation or inventories is of 
trivial importance compared with the accuracy of the reserve for 
bad debts when the accounts receivable may be many times the 
book value of the inventory and fixed assets combined. A re- 
serve based on sales or accounts receivable has at least a definite 
base, but the question remains, how is the rate to be justified? 
The technical difficulties in determining a proper rate will be dis- 
cussed elsewhere in this article when the question of the use to 
which the old forms are generally put is considered. At this 
point attention is simply called to the fact that in the instalment 
business, an error in the rate will make for great distortion of 
profits, especially if cumulative. But in many cases no attention 
whatever is paid to the reserve in the general books. Guess work 
is the rule, and the item exhibits an astonishing elasticity accord- 
ing to whether credit is being sought or taxes are being paid. 


II 


Before discussing the concrete proposals for amending or sup- 
plementing existing methods it will be well to consider just 
what information should be furnished in the instalment-house 
statement, and see how the old forms meet the test or fail to 
meet it. 

Because of the comparative novelty of the business many bank- 
ers and managers, confronted with a financial statement, are 
somewhat in doubt as to just what special information they 
should look for. Special lines of business have their special fea- 
tures, but generally speaking certain information should be fur- 
nished in all statements, and therefore the following questions are 
submitted, full and complete answers to which constitute the sine 
qua non for an intelligent comprehension of the condition of any 
instalment business or department. The accounts are presup- 
posed to be sufficiently large in number and voluminous in post- 
ings to make complete periodical analyses of the individual ac- 
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counts impracticable. The questions (all of which relate to the 
accounts receivable) are as follows: 
1. Availability: When will the accounts be realized in cash; 


and, particularly, how much of the item may be applied 
against the current liabilities? 


2. Value: Is the reserve sufficient to offset (a) delinquent ac- 
counts not written off, and (b) probable future losses on 
accounts now on the books; and can it be scientifically 
proved that there has been no distortion of working cap- 
ital and profits by the manipulation of this item? Can 
these facts be readily checked by audit? 

3. Collections: What is their efficiency? Are they improving, 
or otherwise, and to what extent? 


4. Future cash position: How much cash can be depended on to 
meet requirements of the near future? 


Ill 


It is fairly evident, given an orthodox statement showing sales, 
a single item of accounts receivable and an unexplained reserve, 
that the results achieved upon applying these questions will be 
practically nil. It is hardly necessary to take them up seriatim 
to demonstrate this. The usual procedure, when this is the 
extent of the exhibit, is to use the accounts receivable, or the “‘out- 
standings”, as a base, and to calculate various ratios thereon. 
Thus we have percentages of sales to outstandings or of collec- 
tions to outstandings which are of little or no importance. Used 
comparatively, any conclusions formed are apt to be misleading, 
for the same variations may be brought about by different 
causes. The technical reason they are faulty is to be found in the 
complex and shifting character of the base used, i.e., the accounts 
receivable. In other words, the balance of this item at any given 
time does not represent a single, indivisible entity, but on the 
contrary it is, to borrow a term from mechanics, a resultant of 
various forces, the proportions of which individually are not re- 
vealed. These “‘forces’’ or factors that go to make up the bal- 
ance are sales (made in fluctuating volume in numerous periods), 
profits (anticipated and unrealized), bad debts (of undetermined 
quantity), collections, returns and various allowances and dis- 
counts. Furthermore, the balance changes from day to day. 
After the Christmas season it may be double its size in the pre- 
ceding summer. Percentages based on one period or the other 
will obviously be very different. Nor are average balances any 
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better unless some one of the important factors, such as sales, is 
practically constant as between periods, which is a highly un- 
likely condition. In short, it takes two known quantities to make 
a ratio, and one of them is missing: hence the effort to find a 
substitute and the deceptive character of the resulting ratio when 
a makeshift basis is used. This quantity which is so conspic- 
uously absent from the usual set of books is the amount of 
collections due. Obviously the only useful percentage apper- 
taining to collections is that of the amount actually realized to 
the amount which would have been realized if all collections 
had been made. 

Accountants will also realize that so far as our four funda- 
mental questions are concerned, the usual deferred-profit systems, 
even if used by the type of enterprises we are considering, do not 
furnish the answers. It would be beyond the scope of this article 
to analyze exhaustively the limitations of these systems. They 
have the virtue of recognizing the difference between realized and 
unrealized profits. However, this is only a negative advantage. 
Essential data are not furnished. Furthermore, inaccuracy is 
not eliminated, but merely shifted. This necessarily follows be- 
cause the accounts rest only on the basis of collections. This in- 
completeness is reflected in the unrealized-gross-profits account 
which gradually accumulates a credit balance far in excess of its 
implied purpose. It usually comprises two totally dissimilar 
items: (a) unrealized, and (b) unrealizable gross profits. The 
latter can only be eliminated as accounts receivable are actually 
written off. (Dr. unrealized gross profits; Cr. accounts receiv- 
able.) But this operation, in the average enterprise of this char- 
acter, rarely takes place. A balance-sheet showing unrealized 
gross profits may seriously mislead the non-technical reader. It 
appears to be a surplus reserve—a part of the net worth—but in 
truth an undetermined part of it is, on the contrary, a deduction, 
or offset to an asset—accounts receivable. 


IV 
However, the problem is readily solved, and fortunately from 
the practical side the additional bookkeeping labor required is 
inconsiderable. The key to the solution is in the recognition 
of the time element, the importance of which has already been 
stressed. Instead of single ‘‘current’’ accounts receivable there 
are actually a series of maturities or, more accurately, a series of 
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“ "Cr. Reserve Part 1 


overlapping groups of maturities, resulting, however, for practical 
purposes, in a definite sum of maturities due every month. The 
situation may be more clearly shown by reference to the diagram, 
highly simplified to show only the essential factors, presented 
above. 

The vertical lines represent the divisions between months. The 
areas of the horizontal rectangles represent the volume of sales of 
any given month, spread over the number of months in which the 
resulting accounts will be (or should be) collected. The length of 
the average contract being the same regardless of the volume of 
sales, the variation in volume from month to month is expressed 
in the thickness or height of the rectangles from top to bottom. 
It will be readily seen that each division of the rectangles 
from left to right represents the maturities for that month, 
and the sum of the maturities from top to bottom, falling between 
any desired date lines, is necessarily the total maturities to be 
expected to be realized in that month or other period of time. 

It is this resulting total from top to bottom which is designed 
to give the means to answer the four vital questions submitted. 

It will be readily seen what kind of bookkeeping record will 
correspond to this diagram. In a columnar book, which may be 
called the maturity record, the total of the sales of each month is 
distributed horizontally over the number of columns necessary to 
cover their expected collection, each column representing a suc- 
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ceeding month. Aseach month’s sales are entered in this manner, 
the footings of the columns will give the total maturities for each 
month. 

It will be noted that the entries in the record are controlled by 
the general ledger. The totals in this maturity record at any 
given time must check with the balance of the controlling account. 
The only estimated or averaged factor employed is the term of 
collection used, and the deviation here is a matter of small im- 
portance and is automatically self-correcting. It will be noted 
that the term of average collection is used, rather than the aver- 
age term of contract, the former being reasonably longer than the 
latter. The reason for this is very important and will appear in 
the matter of determining future cash position. At present at- 
tention is merely directed to the fact that this term, though an es- 
timate (and the only estimated factor used in the records), is 
necessarily a little indefinite in length, but compares favorably 
with the necessarily indefinite or arbitrary procedure for entering 
bad-debt losses in other lines. Mathematically a difference of 
two or three months in the term allowed for average collection is 
a matter of surprisingly little difference in the resulting monthly 
maturities. A little consideration will show that the more di- 
visional units are made out of the monthly sales, the smaller the 
size of each unit, but, as against that, there is a correspondingly 
larger number of units making up each month’s maturities. The 
matter of error due to the length of the term applied for collection 
is therefore immaterial if reasonable care is used, for the impor- 
tant consideration is that 100 per cent. of the charge sales are being 
accounted for and there is nothing in the nature of an estimate in 
the amount of dollars and cents entered in the maturity record. 
This, as said before, is under the control of the general ledger. 

The advisability of using a definite collection period rather than 
an average contract period will also be seen when it comes to 
using this record as a means of determining the future cash 
position, or as an auxiliary to the budget. One should base his 
policies on what reasonably will take place, rather than what 
should take place from a legal viewpoint. 

We are now in a position to answer effectively the first of the 
four questions previously submitted regarding the accounts receiv- 
able—their availability. It is a simple matter of arithmetic to 
combine the footings of any desired groups of columns for any 
desired period. The maturity record itself will show the matu- 
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rities by months, past and future. Instead of a single item in the 
balance-sheet, we can now analyze the item to any extent found 
useful. For example: 
Accounts receivable: 

Delinquent 

Due within 90 days 

Due from 90 days to 6 months 

Due after 6 months 

Whether the first and last group should be included in the 
current assets is a question. However, so long as the information 
is disclosed its position in the balance-sheet is perhaps a matter of 
minor importance. 

Accountants are accustomed to comment on the age of accounts 
receivable in their reports. This is impracticable by the usual 
methods when thousands of small accounts are taken into consid- 
eration. It is now, however, practicable to present the infor- 
mation, and for the reasons set forth elsewhere it is desirable that 
the classification be shown on the balance-sheet itself. 

The second major step is extremely simple. From the expected 
maturities of the closing month, the bookkeeper deducts the 
actual collections (and other net credits) for that month. The 
remainder obviously constitutes the proper charge for bad-debt 
losses for the month and forms the basis for journal entry No. 1: 

1. Dr. Bad debts. 

Cr. Reserve for bad debts part 1. 
Deficiency of collections (net) to maturities according to 
maturity record. 

The consistency of the results from this monthly entry is 
superior to that of any method based on percentages. The 
margin of error is small and automatically self-correcting. The 
figures used are controlled by the general ledger and are readily 
checked by audit. One hundred per cent. of the collections are 
being applied against 100 per cent. of the sales. The difference 
between the two is the loss. Any recoveries subsequent to the 
time allotted for collection will be absorbed in later collections 
and thus go to reduce the loss for the month in which the recovery 
is made. 

Accounts actually written off, if any, will be charged to this 
reserve ‘part 1." The entry will be: 

2. Dr. Reserve for bad debts part 1. 


Cr. Accounts receivable. 
Accounts written off. 
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The net value of the accounts receivable is, of course, not 
affected, but the entry is included to complete the procedure as 
affecting the reserve part 1. It will be noted that this part of the 
reserve applies only to past losses, and simply represents the 
usual reluctance of the proprietor to close a customer’s account 
until the resources of the collection department have been com- 
pletely exhausted. 

Although the reserve part 1 will equal 100 per cent. of the 
delinquent accounts receivable, it is not desirable that the two 
should offset each other and disappear from the balance-sheet 
because (1) it is desirable that the statement should tie up with 
the books and (2) the balance shown is an indication of the volume 
of work confronting the collection department. If the volume 
grows unduly it may indicate that the department is not getting 
around to its customers and definitely ascertaining what accounts 
can be written off according to journal entry No.2. (Recoveries 
of goods sold will be included in the miscellaneous credits for the 
month in step No. 1, and will operate to reduce the monthly net 
charge to bad-debt losses according to journal entry No. 1.) 

In addition to reserve part 1, the bookkeeper will set up reserve 
part 2 to provide for losses to be expected on unmatured instal- 
ments now on the books. This amount will be determined by a 
percentage based on past experience as shown by this method of 
determining past losses. If the losses average 10 per cent. for the 
last two or three years (and assuming that no change takes place 
for the month being closed), the journal entry will be 


3. Dr. Bad debts. 
Cr. Reserve for bad debts part 2. 
Being 10% of sales for closing month. 


But as actual losses (according to journal entry No. 1) are 
entered each month in accordance with the deficiency of collec- 
tions in relation to maturities, it is necessary to eliminate that 
portion of the reserve already credited in part 2, for which an 
actual entry in part 1 has already been substituted. Therefore, 
there will also be the following entry: 


4. Dr. Reserve for bad debts part 2. 
Cr. Bad debts. 
Being 10% of maturities of closing month formerly 
charged to bad debts, but for which actual charge is 
now substituted, as per journal entry No. 1. 
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(Taking journal entries 3 and 4 together, it will be noted that 
each entry includes that part of the closing months’ sales which 
matured in the same month, in other words, the down payment. 
While theoretically the down payment may be considered as un- 
affected by bad-debt reserves, the effect of including this amount 
in both entries is mutually offsetting, and for practical procedure 
it is easier and less apt to cause error to omit the elimination of 
the down payments. It will also be noted as a matter of 
technical detail that if the rate is changed a supplementary 
entry must be made covering the maturities not due, charging 
bad debts and crediting reserve part 2 if the rate is increased, 
or vice versa if the rate is decreased.) 

It is further desirable, in the interest of conservatism, to set 
up a third (and final) part to the reserve to allow for a possible 
increase in the rate of loss or future maturities. (This should not 
be included as an addition to part 2, because part 2 has a further 
use in itself which will be shown hereafter.) The procedure, how- 
ever, is the same as with part 2, and is based on a definite per- 
centage of the unmatured instalments. A pair of journal entries 
is necessary, as in the former case, to eliminate the estimate as 
applicable to maturities of the closing month and to set up the 
additional estimate as applicable to the sales of the closing month 
(including the down payments both ways as a matter of conven- 
ience). These entries we will call Nos. 5 and 6. 


5. Dr. Bad debts. 
Cr. Reserve for bad debts part 3. 
Being (say) an additional 2% on sales for closing month 
to provide for possible increase in expected rate of loss 
according to journal entry No. 3. 


6. Dr. Reserve for bad debts part 3. 
Cr. Bad debts. 
Being (say) 2% of maturities of closing month formerly 
charged to bad debts, but for which actual charge is 
now substituted according to journal entry No. 1. 


There is now available an answer to question 2—vValue: 
sufficiency and proof of the reserve, etc. The sum of the three 
parts of the reserve will appear as the reserve against the accounts 
receivable. Its adequacy can be proved in detail, it can be 
readily checked by public accountants and, ipso facto, it proves 
the value of the accounts receivable as an asset. 
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We may now exhibit our accounts in the balance-sheet as 
follows: 
Accounts receivable 
Book value Reserve Net value 


ee Pi awka ss eee Praesne 
Due in from 90 days to6mos.... $....... Dis gaan Dien daies 
Due in more than 6 mos....... Pre rr eat anes 
| ER errs a aalecets $(100%) $ none 
ES 58d dink eed sie sl Se Sa Re ree 


As stated before, any classification by groups of maturities can 
be substituted for the example above. It is also possible to show 
the last items elsewhere than in the current-asset section, though 
this is a minor matter provided the information is disclosed in 
some form, as above. 

The delinquent accounts, with 100 per cent. reserve, should be 
set out and not eliminated for the reasons given previously—in 
order that the statement may tie up readily with the general 
books and that the volume of work before the collection depart- 
ment may be indicated. 

All the journalizing necessary has now been done and answers 
to the remaining questions submitted may be supplied. 

The third question related to collections: their degree of eff- 
ciency and their rate of improvement or otherwise. The first 
part of the question was answered as a result of the second major 
step—the deduction of actual collections and other miscellaneous 
credits from the maturities due. The ratio of the former to the 
latter is the proper index. It is, of course, the converse of the 
credit to reserve part 1. 

In the latter part of the question will be found the reason for 
the separation of parts 2 and 3 of the reserve. The expected loss 
for each month, based on past experience, is shown (as in journal 
entry No. 4) as a definite percentage of the monthly maturities. 
In comparison to this there is the actual loss as in journal entry No. 
1, showing the difference between maturities and net collections. 
If the actual is less than expected, it is an indication of im- 
provement; if it is more than expected, it is the reverse, and the 
management is put on notice to determine the cause. The actual 
amount of the difference will be reflected in the combined effect 
on the bad-debt account of journal entries 1 and 4, the former 
charging the actual loss and the latter crediting (i.e., reversing) 
the estimated loss. 
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The final question, regarding the future cash position, is 
answered by the use of the maturity record for the number of 
months it is desired to make a forecast. With the income due 
from past sales known with substantial accuracy, the management 
need only add the income from future sales, as indicated by past 
experience and the present trend of the business, and apply 
against this estimated gross income the known current liabilities, 
including estimated overhead. The difference will be a fair indi- 
cation of whether or not it will be necessary to see a banker and, 
if so, there will be ample warning, as well as ample information 
for the banker’s benefit. 

The requirements of this information incidentally disclose the 
very important reason for the use of the average collection period 
rather than the average contract period in distributing sales by 
maturities. 


V 


In conclusion, it will be seen that the operation of a maturity 
record and the entry of a few monthly journal entries are not 
matters to disrupt any existing system, but rather provide a 
supplementary record, controlled by the general ledger and re- 
quiring very little additional labor. It is also readily checked by 
audit. Its application to any instalment business or department 
should serve to dispel the fog that usually envelops the financial 
situation by disclosing all the vital information needed by this 
special type of business. It should be of practical value to the 
banker—and even to the most scornful of “practical” business 
men. Failure to produce information which is so readily obtain- 
able should be looked upon by creditors as a suspicious circum- 
stance. 
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Land-value Insurance 
By WALTER MucCKLoW 


“Is there anything whereof it may be said, 
See, this is new?’’—Ecclesiastes 1:10. 

It has been generally supposed that the book of Ecclesiastes was 
written by Solomon at the close of his fervid career, when he real- 
ized acutely that although, as he says in Proverbs, ‘‘ He who findeth 
a wife, findeth a good thing,”’ there is the possibility of a surfeit, or 
in the language of today, ‘‘too much of a good thing.”” A good 
woman unquestionably is worth more than rubies, but an excess of 
jewelry indicates poor taste and in his case apparently led to a bad 
one, for Ecclesiastes was written in the spirit of the ‘‘morning 
after’’; which leads me to the word for which I have been groping 
—aftermath. 

Now, in the aftermath of the Florida boom we have land- 
value insurance, which at first sight appears to be something of an 
anomaly, for a boom and this insurance are diametrically opposed 
to each other—either one may exist, but both can not possibly 
live in any one place at the same time, for the two things are 
incompatible, mutually repelling. 

It is seldom that the accountant encounters a principle or a 
procedure which may fairly be called ‘‘new,’’ and when he does it 
is a matter of sufficient importance to warrant examination. 
After some thought, the writer has come to the conclusion that 
land-value insurance is new, and further that it may develop to 
such a degree that some knowledge of it will be essential to all who 
come in contact with transactions in which real estate is involved. 
Therefore, he indulges in a brief account for the benefit of his 
fellow practitioners. 

As the business is young and has been confined to a compara- 
tively small portion of the United States, there are relatively few 
who understand the methods pursued, or the principles on which 
they are founded. It may still be too early to predict its future 
with certainty, but if the child be father of the man the early days 
of existence may be the best time in which to commence a study of 
the subject. 

The study falls into four parts: 

1. What is land-value insurance? 
2. What security does it offer and on what is this based? 
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3. How is it effected? 
4. What effect will it have on the real-estate business? 


WHAT IS LAND-VALUE INSURANCE? 


While land-value insurance is applicable to single or isolated 
lots, or parcels, of land, at the present time it is offered only upon 
tracts which are intended for subdivision into lots or into farms. 

If the owner of such a tract desires to obtain value insurance, he 
makes application to the insurance company and files with it a 
complete and minute description of his property, showing its 
area, location, improvements, etc., etc., together with a plat of the 
subdivision, schedules of all the proposed selling prices and 
proof as to his title to the property. 

These statements are studied by the officers of the company, 
who apply to them the factors which are described later herein, 
and then the risk is accepted, or declined, or some modifications 
are suggested. 

If the risk be accepted, the company and the owner enter into a 
contract under which the former agrees to issue, at any time 
within a stated period, one of its policies on each lot in the sub- 
division in question. 

The owner then proceeds to sell his property, and each purchaser, 
upon making his initial payment, receives from the company an 
‘interim certificate’’ stating that on his acquiring legal title to his 
lot, as described in the certificate, he will receive a policy insuring 
the value of the lot up to a stated sum. 

Under this policy the company guarantees the owner that the 
lot specified will be worth the sum for which it is insured at the end 
of a stated period, usually ten years. This guaranty, or insurance, 
does not become effective until the expiration of the ten years (or 
other specified term) and always remains effective for one year only. 

Therefore, the effect is that one who in 1927 purchases for 
$5,000, on an instalment plan, a lot which is so insured, receives an 
interim certificate, and upon his completing the purchase, say, on 
January 1, 1929, he receives a policy stating that at any time 
during the year 1939 the company will, on his request, pay 
him $5,000 for the lot upon his conveying the property to the 
company. 

This amount is payable by the company to the assured on his 
request, regardless of any value or appraisal of the property in 
1939, 
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WHAT SECURITY DOES IT OFFER AND ON WHAT IS THIS BASED? 


All insurance is founded on the law of averages, and this form is 
no exception to the rule. The averages are determined by com- 
piling facts from as large a number of cases as is possible and 
ascertaining the conditions surrounding those to whom or to which 
the facts relate. 

These facts are usually collected and collated by actuaries who 
from them prepare tables which show the ratio of risks of a given 
class. 

As has recently been well said at the eighth International Con- 
gress of Actuaries which has recently closed its sessions in London, 
“To the ordinary man the profession of the actuary, requiring as it 
does a highly specialized technique, has always remained some- 
thing of a mystery. . . . The actuary has been able by his calcu- 
lations to achieve the apparently impossible, to harness chance— 
a demon more volatile than Pegasus—and in some measure at 
least to clip the wings of misfortune.” 

Life insurance affords the closest parallel to land-value insur- 
ance and a glance at the history of the older form is interesting. 

In England it was necessary to set by law the value of an estate 
for a single life, two lives, etc., and four hundred years ago this was 
arbitrarily set at seven years, fourteen years, etc., respectively. 
A century and a half later (A. p. 1692) the government undertook 
to sell annuities and lost some millions sterling in the venture. 

This led the astronomer royal, Dr. Halley, to make investiga- 
tions, but he had difficulty in obtaining the requisite facts. _How- 
ever, he did find records in Breslau, Silesia, where the data for 5 
years included 6,193 births and 5,869 deaths. As no census had 
been taken, Dr. Halley estimated the population and in or 
about 1693—234 years ago—published the first crude mortality 
tables. 

These led to further study as to collecting data and drawing 
proper conclusions therefrom, but little progress was made, al- 
though the first life-insurance company, the Equitable Society of 
London, was established in 1762. 

In 1780 the Northampton table was prepared by Dr. Richard 
Price but in this case also no census had been taken, and subse- 
quent experience has shown that the table contained grave errors, 
the average life being shown at twenty-four years, whereas the true 
average has been proved to be thirty years. The table is based on 
4,220 births and 4,689 deaths. 
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The Northampton table continued to be the best available until 
1815 when the famous Carlisle tables were published, on which an 
enormous amount of life insurance was written with safety and 
profit. The Carlisle tables are still recognized by the courts 
throughout this country. This table is based on the lives of only 
7,677 people of whom 1,840 died in eight years. 

In each case the observations were confined to the population 
of one small town, and in the two earlier instances no information 
was obtainable as to the census or the increase in population 
during the period under observation. Yet results were obtained 
which were sufficiently reliable to stabilize the business of life 
insurance, although the government for long refused to acknowl- 
edge the value of the results. 

Let us compare this with the history of land-value insur- 
ance. 

A few years ago, probably about 1923, there were formed the 
first companies to guarantee the value of real estate, and one of 
these, a Nevada corporation, did business in California, but it was 
decided that the business was practically insurance, and the com- 
pany was ordered to stop operations. This brief experience had 
proved the value of such insurance and a company was organized 
as a land-value insurance company. In 1925 the California 
legislature passed an act controlling land-value-insurance com- 
panies, and this is now in force, the first company having been 
licensed on May 27, 1925. Since then, the insurance departments 
of other states, notably Colorado, New Mexico, Nevada, Wyoming 
and Florida, have passed favorably on this form of insurance and 
have granted permission for land-value-insurance companies to do 
business. 

It is safe to say that similar permits will be granted by all states 
whose laws provide for ‘‘ miscellaneous” insurance companies, and 
it is stated on good authority that every state in the union, except 
New York, does provide for such companies. 

The actuaries interested in this matter naturally desired to 
obtain figures corresponding to those on which mortality tables 
are based, and for this purpose they analyzed the history of 
more than ten thousand subdivisions which have been made in the 
period 1879 to 1920, distributed throughout the United States. 
They also obtained and arranged all the available pertinent 
information, including the causes of the successes and of the 
failures. 
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This information, after the most careful analysis, shows that, 
based on a period of ten years, over 80 per cent. of the subdivisions 
have been successful and less than 20 per cent. have been un- 
successful. 

This information is varied in character and includes such items 
as: 

Increase in population 
‘* in bank deposits and clearings 
** in post-office business 
‘** in buildings of various classes 
Municipal conditions 
Public utilities 
Transportation 
Schools 
Churches 
Entertainment features 
Direction of civic growth 
Location as regards the center of business 
Type of population 
Open or closed shops 
Comparative prices of commodities 
Proportion of available vacant property 
Classes of available and vacant buildings 

In the case of farm lands the character of the soil, its suitability 
for crops, its adaptability to irrigation and such matters are impor- 
tant factors. 

There are in all some 87 factors which are taken into account, 
an appropriate “weight” being given to each factor, although 
these weights vary in different neighborhoods. Well established 
old communities present advantages and disadvantages differing 
from a younger and more rapidly developing neighborhood. 

Before a company will consider any risks in a given territory it 
makes a study of the conditions, obtains the factors mentioned 
and applies them to the value of any tract submitted to it in such 
a way as to determine a value upon which the property will yield 
a fair return—that is, the true commercial or selling value. In 
determining the basic price to which the factors are applied, the 
companies obtain the assistance of the best appraisers or appraisal 
boards available. 

Much stress is laid upon the proportion which the various kinds of 
business buildings and dwellings in any vicinity bear to each other. 
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The companies are not appraisal companies and do not furnish 
owners with valuations. They simply tell an owner whether or 
not they are willing to insure the owner’s prices. 

It is suggested that the information available for examination, 
coupled with the advances which have been made in actuarial 
science, places land-value insurance on a far broader and sounder 
foundation than life insurance occupied for several generations 
after the first company was established. 

The security behind the policies is increased by the several 
“spreads” which apply to this kind of insurance, namely: 

(1) Over a varied territory 
(2) Over a variety in the character of risks 
(3) Over the term of years 

(1) Territory. No company intends to confine itself in any 
way. Its business will extend from its home town throughout the 
county and the state, and will become to a greater or less extent 
nationwide, thus reducing, or avoiding, danger from any local 
depressions in business. 

(2) Character of risks. As at present organized, the risks may 
cover farming lands of varying kinds and various subdivisions, 
such as high-class residences, medium-priced lots and mechanics’ 
homes, thus reducing the chance of difficulties attacking any one 
class of purchaser. 

(3) Term. No policy is given until the land is fully paid for, 
and, in the case of lots sold on any deferred-payment plan, the 
policy is not delivered for several years after the date of the con- 
tract between the owner and the company, and then runs for ten 
years. As the owner is allowed ten years to sell the land, the 
policy may not become effective for twenty years in extreme 
cases—in all cases the risks are spread over a considerable period. 

It is noteworthy that in no form of insurance is the term so 
definitely fixed; no other form is definitely free from liability for a 
specified term and in no other form is there the certainty of some 
salvage value, for if one of these companies suffers a loss it must 
acquire property of some value. 

Doubtless, as years progress, these insurance companies will 
organize holding companies to take over properties acquired on 
claims. This may in itself become a profitable business, for a 
purchaser may be willing to sell for cash at a low price, while a 
holding company after keeping the property for an interval may 
reasonably expect to sell at an advanced price when any tem- 
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porary depression has passed, especially as it will be able to give 
easy terms for purchase. 

Reserves. It is said that the companies now organized provide 
under their laws that 50 per cent. of all premiums received are set 
aside as a sinking fund which is invested and kept inviolable. 
The companies also say experience shows that losses never have 
averaged as high as 20 per cent. of the total amount insured. 

On these bases they build the following conclusions: 


Premiums on insurance of $100,000 at 6%................... $6,000.00 
of which 50% goes into the reserve..................... sald 3,000.00 
Invested for, say, 12 years at 6% this will amount to..... ini 6,036.00 
The losses will not be as much as 20%, orlessthan........... 20,000.00 
If we assume a salvage value of 70%........... Hien ee 14,000.00 
ee laa erateah oweee noes ese $6,000.00 
Which is cared for by the above sinking fund of............... 6,036.00 


Past experience indicates that the allowance of 20 per cent. for 
losses included in the above estimate is adequate. The arithme- 
tic is easily verified. The only unknown quantity is the amount 
of the salvage value which must, necessarily, be estimated and 
must depend upon the good judgment of the officers and upon 
local conditions surrounding each case. 

In all cases the operations of the companies are subject to the 
direct examination, or control, of the state insurance departments. 
The reserve is kept apart from all other funds and may be invested 
only in such securities as are designated by law as legal for invest- 
ment by insurance companies. 


HOW IS IT EFFECTED? 


After the company has made its survey of a neighborhood and 
is ready to consider risks therein, the procedure is as follows and 
includes four stages, each of which is represented by a separate 
document: 

1. An owner desiring land-value insurance makes application 
on a form provided by the company which states the maximum 
premium to be charged, the term, or period, for which the policy 
is to run, a detailed description of the property and the prices 
proposed by the owner. This application is accompanied by a 
cheque for $100 for each $100,000 of insurance desired, or any 
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fractional part of $100,000; e. g., an application for $550,000 
would be accompanied by a cheque for $600. 

2. If the application is declined, the deposit is returned in full 
to the owner. If the application is accepted, the company gives 
the owner a contract which sets forth: 

(a) The total amount of insurance. 

(b) The premium. 

(c) An agreement by the company to issue a policy to the pur- 
chaser of any lot in the tract insured for the selling price 
of the lot as shown on the schedule submitted with the 
application. 

(d) The contract covers all sales made within ten years from its 
date and provides that policies shall be issued to pur- 
chasers when they have fully paid for the lot insured and 
when they receive a deed to it. 

(e) The year in which the loss is payable. 


Upon executing the agreement the owner makes a second pay- 
ment which, together with the deposit already made, equals one- 
half of one per cent. of the total selling value. 

Further payments of premium are made by the owner as the 
purchaser pays for the land, each payment bearing the same ratio 
to the total premium as the corresponding payment made by the 
purchaser bears to the total price. 

The rate of premium varies with the risk, as does the term of 
insurance, or the period which must elapse before the insurance 
becomes payable. The usual term of subdivision property is ten 
years and the average premium is six per cent. of the total amount 
insured. Policies may be written for shorter periods of from five 
years to nine years each, but the shorter the period, the higher the 
rate of premium, the rates running from 3.5 per cent. to 8 per cent. 

In the case of farm lands, the rate of premium runs from four 
per cent. to nine per cent. on a ten-year period. 

The policy, when issued, follows the land and is automatically 
transferred to each successive owner without notice to the 
company. 

The policy is not issued until the purchaser has paid for his lot, 
and does not become payable until the end of the interim period. 
Therefore, if a purchaser pays cash on January 1, 1926, his policy 
will become payable in 1936, but if he contracts to buy the prop- 
erty on January 1, 1926, and does not pay in full until January 1, 
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1931, he does not receive his policy until 1931 and it will not 
become payable until 1941. 

3. When any purchaser of an insured lot signs a contract to buy, 
he receives from the company an “interim certificate’”’ in which 
the company agrees to issue to him, or his successors, a policy 
when the purchaser has completed his payments. 

4. When a purchaser has completed his payments he receives 
the final policy which describes the property covered, states the 
amount for which it is assured and the year in which claim for 
payment may be made. 

This policy sets forth the following conditions and terms: 


That the statements made regarding the property by the 
owner are correct. 

That the policy is transferable without notice to the company. 

That during the year in which the policy is payable the com- 
pany will pay to the assured the amount it is insured for within 

60 days of receipt of claim and proof of title, and the assured 

will convey the property to the company. 

In the event that the property has been improved and a claim 
is made, the assured and the company will each name an ap- 
praiser, who may name a third if necessary, and they shall ap- 
praise the property, placing separate values on the land and on the 
improvements. If the appraised value of the land be less than the 
amount of the insurance, the company may take either one of two 
courses: 

(1) It may pay the assured the difference between the ap- 
praised value and the amount of insurance, or, 

(2) The company may pay the assured the appraised depre- 
ciated value of the buildings and the insured value of the land, in 
return for which the assured will convey the property to the 
company. 

The company is not responsible for loss in value due to invasion, 
insurrection, riot, civil war, etc., or by condemnation proceedings, 
unless liability therefor is assumed by endorsement on the policy. 

The assured has the privilege of proving loss by selling or 
conveying the property. 

The policy is not a lien on the property and does not vest any 
right in the company. 

The policy may be canceled by mutual consent of the company 
and of the assured. 
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The policy is void if other similar insurance be carried, or if any 
misrepresentation has been made. 

No suit for recovery under the policy may be brought after 
twelve months from the termination of the policy. 

To illustrate the treatment of a claim where improvements have 
been made, let us suppose that a lot is insured for $1,000; that on 
appraisal the value of the lot is placed at $750 and the depreciated 
value of the improvements at $5,000. 

The company has the choice of paying the assured the amount 
of insurance, $1,000, and the value of the improvements, $5,000, 
i. e., $6,000 in all, and taking the property, or it may pay the as- 
sured the loss on the land, $250, and permit the assured to retain 
the property. 

If an assured desires to secure a larger amount of insurance on 
his lot, he can make application therefor and if the company 
approves the new valuation additional coverage can be at once 
obtained. 


WHAT WILL BE THE EFFECT OF LAND-VALUE INSURANCE? 


The real-estate business has always presented some of the most 
striking contrasts to be found, for while land is the most staple 
commodity which we have the prices for it have been subject to 
more frequent and violent fluctuations than have most other 
commodities produced directly or indirectly from it. 

Anything which will stabilize these prices must be of incalcul- 
able value. The direct products of the soil—wheat, corn and 
other crops—are judged by a more or less fixed standard, guaran- 
teed by some form of official certificate. Foods we eat are war- 
ranted by the manufacturers to conform to legal requirements; the 
necessities and luxuries we buy, whether they be motor cars or 
pearl necklaces, are guaranteed by the firm from which we buy 
them, yet land is, and always has been, bought largely on the 
representation of a more or less—and often less—dependable 
salesman whose very living depends upon the commissions he 
receives for making sales. 

Land-value insurance will both facilitate and simplify business; 
it will speed up sales and will reduce or abolish the resale habit. 

If the Florida boom be taken as typical, one excellent result 
which remains is the added care with which attorneys examine 
titles. In former days the country attorney frequently assumed 
many facts; in boom times more careful examination brought to 
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light many a hidden defect, and the public was driven to require 
title insurance. It seems to the writer that similar results may 
come from land-value insurance. If this once is generally de- 
manded, no boom will be possible. Suitable and legitimate 
developments will be encouraged and insured; land in premature 
and unnecessary developments will not be sold because the owners 
will be unable to obtain the insurance which will be demanded. 

The wise developer will welcome this insurance. It not only 
affords him an unbiased and trained opinion as to his suggested 
values, but it affords him a “selling argument” which is unsur- 
passed. 

Land-value insurance is now obtainable in a number of widely 
separated states and it seems probable that its use will increase 
and may soon become nation-wide. However, the period of 
operations has been too short and the area covered too wide to 
enable one, at this time, to make any definite statement as to the 
financial results obtained by the various existing companies or as 
to the value of the security held for the assured. 

While the observations of an individual person in such a matter 
as this are suggestive rather than conclusive, it seems only fair to 
give some of the facts which have come before the writer. 

The writer has made some examination of the properties which 
have been accepted and others which have been refused by one 
company operating in the southern states, and he has no doubt 
that in those risks which have been accepted, when the policies 
mature, the lots will be well worth the amount for which they 
are insured, for the prices have no relation to those which obtained 
during the so-called boom. 

The valuations which have been examined all give evidence of 
careful investigation and are supported by facts which appear to 
warrant fully the figures submitted. 

Probably it will be generally admitted that the supporters of the 
movement have proved the possibility of writing land-value 
insurance on a safe basis; while there can be no doubt that such 
insurance, if sound, would be of enormous benefit to many pur- 
chasers. 

Theoretically, land-value insurance may be placed on a basis at 
least as firm as was that for life, fire, marine or any other form of 
insurance in the early years of its existence. The practical 
results will always depend, as they do in the case of other in- 
surance, upon the integrity and ability of the officers directing the 
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individual companies and on the thoroughness of the inspection 
of state authorities to see that wise selections have been made and 
that all safeguards have been used. 

This means that one accepting land-value insurance should 
exercise the same care as he would when buying any other form of 
insurance, and satisfy himself as to these matters. Especially 
should these precautions be most carefully observed by anyone 
obtaining such insurance and using it as an inducement to prospec- 
tive purchasers of his property. 

The requirements are simple in themselves and they call for no 
deep knowledge of mathematics. Any careful accountant should 
meet with no difficulty in preparing a report stating fully the con- 
ditions of any company and showing whether or not the safety 
requirements have been complied with. 

It is hoped that this brief account may cause accountants 
to watch with care the progress of a new enterprise which if 
properly administered presents great promise. 
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Present Tendencies in Business Education 
By J. HuGH JACKSON 


BUSINESS, AN ANCIENT ART 


At the 1927 commencement exercises of Harvard University, 
President Lowell, in conferring the master in business administra- 
tion degree upon 233 men being graduated from the graduate 
school of business administration, congratulated these young men 
upon their entrance into business, a calling which he characterized 
as ‘‘the oldest of the arts, and the newest of the professions.” 
And soitis. The origins of business, the art, are lost in antiquity. 
In the earliest economic orders, before people were sufficiently 
civilized to leave written records of their doings, and when one 
exchanged or bartered his crude wares (perhaps arrows or other 
rude implements) for the possessions of another (perhaps the 
spoils of the chase), there existed the beginnings of business. As 
an eminent jurist has said: ‘‘ Long before the state arose from its 
couch, in the morning twilight of history, trade had already com- 
pleted a good part of its day’s work. While the states were fight- 
ing one another, trade found out and leveled the roads that lead 
from one people to another, and established between them a rela- 
tion of exchange of goods and ideas; a pathfinder in the wilder- 
ness; a herald of peace; a torchbearer of culture.” 

Owen D. Young, chairman of the board of directors of the 
General Electric Company, in his address dedicating the new five- 
million-dollar George F. Baker buildings of the Harvard business 
school, referred to one of the world’s most ancient records which 
says: ‘‘In the Western Sea there is a market where an agreement 
exists between buyer and seller that if one comes the other goes. 
The seller first spreads out his goods; afterwards the purchaser 
spreads out the equivalent, which must lie on the side of the 
articles for sale till taken by the seller, when the objects pur- 
chased may be carried off.’ Then Mr. Young continued: ‘‘ What 
a fascinating picture of the early dawn of trade—the representa- 
tives of two tribes, each with their own products, advancing 
slowly, carefully, suspiciously even, toward each other—not for 
the purposes of war, but for the peaceful exchange of goods. The 


346 





NC ET AEE, ETS a 





PI oe 








a 


Present Tendencies in Business Education 
Sl leeeE=—=—=qEl"o=aaeaeeeeeeee—e—ee—eeee—e—e—ee—e—ee——e—e—e—eeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeee 


more daring adventurer walks out into the open area between the 
lines, deposits an article there, and then slowly retires. Watch- 
fully, with anticipation, he awaits the advance of someone from 
the other side. At last one emerges, brings his article and places 
it beside the first, and retires. A seller and a buyer have come 
out of the darkness of barbarism into the advancing light of 
civilization. The seller must now elect which article he will take. 
If it be not his own, a trade has been made, and the advance of 
human relations has begun. Trust has been substituted for sus- 
picion; self-restraint has taken the place of uncontrolled acquisi- 
tiveness; a code of morals and of law will emerge; and last but not 
least, a sportsmanship, recognizing with a sense of honor the rules 
of the game, will come into being.” 

So developed the art of business. Three thousand years before 
Christ, at a time when the great pyramids were built, the Egyp- 
tians, although not a commercial people, had already obtained a 
developed civilization and had brought some of the industrial arts 
to great efficiency. The records of some of these business trans- 
actions, which were prepared on papyrus, are still extant; they 
show definitely what the business transaction was, what and how 
much was received, from whom and when, and the details of how 
the property received was used. 

Likewise ancient Babylon, which rose to importance some time 
after 3000 B. C., was a market-place for wares brought not only 
from the south (Arabia) and the west (Syria), but also from the 
east (Persia). Clay tablets, which were used for the preservation 
of records, have been discovered and deciphered in more recent 
times; they indicate an active commerce in the precious metals, 
grain, wool, building materials and so forth. Similarly, in all the 
leading civilizations, particularly among the Persians, Phoenicians, 
Carthaginians, Rhodians and Israelites, business or commerce 
played a very important part in the national life. 

Later, in Greece and also in Rome not only did commerce 
reach a high state of development, but there were also’ very defi- 
nite records kept of it. In Athens the accounting for the finances 
of the state was quite highly developed, while in Rome there 
appears to have been a very definite accounting control over the 
public revenues and expenditures. From early times the Romans 
recognized the essential distinction between the person who im- 
poses taxes and authorizes expenditures, and the person who is 
responsible for the actual receipts and disbursements. 
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THE UNPARALLELED GROWTH OF BUSINESS 


From such simple beginnings business has grown into gigantic 
undertakings, often employing under a single control hundreds of 
millions of dollars of capital and tens of thousands of men. Its 
organization has become one of great complexity and of special- 
ization to a degree undreamed of until its actuality was upon us. 
The marketing function, the producing function, the financing 
function, the recording and control function (which in themselves 
have become fields demanding the most highly trained special- 
ists)—each has its own problems requiring a special and careful 
solution. Further, within each of these fields, the probiems vary 
with location, kind of product and in other particulars which 
mean success or failure in individual enterprises. Last, but by 
no means least, the executives who control these gigantic organi- 
zations have become veritable business kings—they possess a 
power and wield an influence almost, if not entirely, as far- 
reaching as those of the monarch of a century or two ago. This 
description of one of the greatest of our modern business ex- 
ecutives is typical: 


‘‘For more than twenty years J udge Gary wasthe chief master of the iron 
and steel industry, with more than 150,000 stockholders above him expect- 
ing dividends, and 260,000 workmen beneath him demanding wages. He 
presided over an industrial empire owning a land area greater than that of 
Massachusetts, New Hampshire and Vermont combined; supporting more 
people than inhabit Nebraska; employing more men than fought at 
Gettysburg; sailing a navy larger than that of Italy; gathering in a larger 
revenue than the United States treasury before the world war; and repre- 
senting more capital than all the banks in New York City at that time. 

“While not a practical manufacturer he was overlord of more than 140 
plants and 1,700 industrial communities; though neither a railroad nor 
steamship authority, he directed a trackage of approximately 4,000 miles 
and a fleet of more than 450 units. He was not a miner, yet his company 
excavates iron ore and coal with an army of 40,000 men; he was no expert 
steel maker, yet his furnaces and mills produce tremendous tonnages each 
year.” 


There are business organizations in the United States today 
whose scale of operation is governmental in its magnitude. At 
least two businesses have gross expenditures each year which 
approximate those of the federal government before the great 
war, and receipts which are greater than were the ordinary receipts 
of the federal government before 1914. 

But even this does not tell the wholestory. Weare today a nation 
of 117,000,000 people; our national wealth is $320,000,000,000. 
Our exports each year approximate four and three-quarters 
billion dollars. Our savings-bank deposits number 45,000,000, 
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and total $23,000,000,000. We have approximately 90,000,000 
insurance policies in force, with total insurance written of about 
$70,000,000,000—fifteen billions more than the pre-war wealth of 
France. We produce annually 31,000,000 tons of pig iron, and 
30,000,000,000 gallons of petroleum—amillions of barrels annually 
more than can be profitably used. Our manufacturing products 
are annually worth sixty billions of dollars; we spend two billion 
dollars each year on education, or more than all the rest of the 
world combined for which statistics are available. 

According to David F. Houston, ex-secretary of the treasury, 
at the Stanford conference on business education, held in March, 
1926, we at present produce approximately 43 per cent. of the 
world’s coal, 52 per cent. of the world’s lumber, 52 per cent. of the 
world’s copper, 52 per cent. of the world’s cotton, 60 per cent. of 
the world’s pig iron, 72 per cent. of the world’s petroleum, and we 
consume 71 per cent. of the rubber. We have 34 per cent. of the 
railroads and about 60 per cent. of the world’s telephones and 
telegraphs. We have 83 per cent. of the world’s automobiles, and 
nearly 50 per cent. of the world’s gold. And yet we have only 6 
per cent. of the world’s population. 

Such is the romance of business! The spirit of adventure and 
of courage in fronting an unknown future has been characteristic 
of every progressive people; the inventive genius, the passionate 
endeavor, the venturesome courage of the race have been built 
into the unfolding drama of world trade. This pioneering spirit of 
business is well expressed in Homer’s Odyssey: 

‘There gleam the dark broad seas, my mariners, 
It may be the gulfs will wash us down, 


It may be we shall touch the Happy Isles, 
And see the great Achilles whom we knew.” 


In the October, 1924, issue of Nation’s Business, there appeared 
a most interesting article entitled “‘The romance of American 
business.’’ According to the author it remains for someone “ yet 
to write the epic of romance in business.’’ He says: 


‘““We know something about the mighty influences which have shaped 
world trade in the past. How, in the ye of antiquity, it centered about 
the Mediterranean. How one boom city after mane Ay Tyre, Corinth, 
Carthage, waxed and waned. The Adriatic has been described as a bitter 
sea. We can think of the Mediterranean as a tired sea, its shores littered 
with the wreckage of great commercial booms. . 

‘As to the future, who of us can pierce the veil and hazard more than a 
oe as to what isto be? What man can look forward and envisage what 
ies beyond the veil of years? As the Mediterranean stage of world com- 
merce yielded to the Atlantic, may not the Atlantic in turn be destined to 
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yield to a Pacific stage? And as Italy yielded to Spain, Spain to France, 
France to England, may not England in turn yield to America the scepter 
of commerce?” 


The cartoonist also has pictured this romance of the business 
world. There it is—the sailboat of the fisherman, the ocean grey- 
hound of commerce, the workman of industry, the rushing loco- 
motive, the aéroplane overhead, the farmer at his plow, the oil 
well in the distance. And back of them all stands business—a 
knight in full armor, on a prancing steed, his eyes on the future, 
his shield bearing the cross of service, and on his lance a banner 
bearing the challenge, ‘‘ Forward.” 


EDUCATION AND BUSINESS 


I have endeavored in this brief time to picture the magnitude of 
business, and the unparalleled growth which it has made. It will 
better enable us, I trust, to realize the importance of proper educa- 
tion as a preparation for this interesting, this romantic, this 
responsible part of the world’s work. The aim of all real educa- 
tion is to prepare the individual person to cope properly and suc- 
cessfully with the problems of life wherever and however he may 
meet them. This is true whether the preparation deals with 
matters related directly to the vocation which he expects to 
follow, or whether it develops him in ways affecting only indirectly, 
but no less certainly, his vocational life. It has been appropriately 
said, “An individual is educated to the extent to which he acquires 
and organizes experiences.’’ Accordingly, the function of educa- 
tion is to furnish either directly or vicariously the experience 
material which will develop imagination, train to a high degree of 
efficiency such qualities of mind as accuracy, memory and judg- 
ment, and will give the student an actual knowledge of facts and 
an ability to adjust himself to various conditions of life. Through 
education every person should so develop himself that his expres- 
sions of opinion will be respected, though not necessarily accepted, 
by all who may hear them. Says the Reverend Dr. George A. 
Gordon in My Education and Religion: “If a man is not accurate, 
if he has not a memory rich and reliable and becoming more and 
more so, if he is not sound in his judgment, careful about his 
premises, his processes and conclusions, and if he has not an 
imagination that can open up the future for his business in a sound 
way, his name will swiftly be found among the failures.”” To 
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develop in ourselves such abilities and characteristics as those 
named is the purpose of education. 

Education in business has had its growth within the last half 
century. Business subjects were taught in few universities prior 
to 1900, and in the public high schools commercial subjects first 
appeared about 1890—at that time certain of the large high schools 
on the Atlantic seaboard introduced into their curricula courses in 
bookkeeping and shorthand. By 1922, however, the Biennial 
Survey of Education in the United States informs us, approxi- 
mately one third of all pupils enrolled in our public high schools 
were there for commercial work. And in our college and univer- 
sity schools of commerce and business administration the enrol- 
ment of students has been so large as to cause real concern to those 
who have been interested in doing a good job in education. 

In the beginning business education was narrowly vocational; 
this was probably the outgrowth of the system of apprenticeship, 
which, in its rudiments, has existed not only for generations but 
for centuries. At first the son learned of his father and continued 
to be what the generations before him had been. Later the boy 
or young man was apprenticed, many times under a legal inden- 
ture for a term of years, to someone already successful in the trade 
or profession which the apprentice desired to enter. The party 
whom the apprentice served assumed the responsibility of assist- 
ing him to acquire skill in the technique of the trade. Technical 
efficiency, or vocational training, became and has long continued 
to be one of the main goals of such education. 


BUSINESS EDUCATION NO LONGER PURELY VOCATIONAL 


In the secondary schools business training must undoubtedly 
continue to be mainly vocational, although even there teachers 
and school authorities are gradually realizing that the pupil can 
learn in school very little of the routine of the commercial office. 
As a result there is a distinct movement to broaden the pupil’s 
viewpoint by giving him a better understanding of the basic 
principles of economics and business as they apply to the various 
subjects studied. I have already said that the great growth of 
business organizations has meant a degree of specialization 
heretofore unknown. This is not only true as between different 
industries, but even between individual units within a single indus- 
try, which vary greatly in their commercial procedures. Two of 
the largest units of the steel industry, for example, use largely 
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opposite methods in the treatment of certain items in their ac- 
counts, yet no one can say that either of them, at least for 
practical purposes, is not wholly correct. The truth was well 
stated in the Educational Research Bulletin of the Pasadena city 
schools that “‘it is the function of the school so to harmonize and 
broaden the scope of the pupils’ education that it will not be too 
narrowly vocational.’’ It is not possible for the student to learn 
the exact bookkeeping or commercial procedures which he will 
find in the particular office to which he will go, and that training 
which emphasizes entirely the technique of the subject and fails 
to give the pupil a broad grasp of the principles involved is largely 
inefficient and is unworthy of our best efforts. 

The trend away from the purely vocational aspect of business 
education has been even more marked in the college and univer- 
sity schools of commerce and business administration. One may 
almost say that two separate and distinct schools of thought have 
grown up—the older school maintaining that the business student 
must be trained so that upon graduation he will be able to step 
right into business and perform his work efficiently and satisfac- 
torily, and the newer school believing that all a student can be 
expected to learn is something of the general principles of business 
and the sources of business information, and that when he starts 
into business he must begin at the very bottom. The former 
school aims to train the student for what he will be called upon 
to do immediately upon his graduation; the latter school believes 
that the student should be trained for what he will be called upon 
to do five or ten years after he has been graduated. The former 
school, in most cases at least, attempts to turn out technical 
experts—in salesmanship, in advertising, in purchasing, in ac- 
counting and so forth; the latter school has as its chief goal the 
training of business executives. If I may illustrate by a concrete 
example from the field of accounting, the former school would aim 
to train skilled cost accountants, expert auditors, men who upon 
graduation or very shortly thereafter could pass a C. P. A. exami- 
nation; the latter school would emphasize executive control, using 
the audit, the cost-finding system, the budget and the financial 
accounting scheme as tools in controlling and coérdinating the 
activities of the business. The graduate of the latter school going 
into public accounting must begin strictly at the bottom, but the 
basic training which he has received enables him after a few years 
to go forward much more rapidly than he would otherwise do. It 
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is the belief of many that such progress is more rapid and more 
lasting than in the case of the vocationally trained man. 

This newer school of thought in business education is repre- 
sented not only by the graduate schools of business of Harvard 
and Stanford, but also by many of the leading undergraduate 
business and commerce schools. As Dean Hotchkiss, of the 
Stanford graduate school of business, stated in March, 1926, at the 
Stanford conference on business education, “in our professional 
schools education is being emphasized instead of mere training and 
technique, and effort is being made to give professional graduates 
an outlook on the world which hitherto too many of them have 
lacked. To accomplish this purpose, preference is given to sub- 
ject matter which is general and basic as against that which is 
highly specialized and technical. . . . Our problem is rather to 
help men and women toward developing such habits of mind that 
when they come upon the new situations of the future, when they 
have elusive material factors and still more elusive human factors 
to deal with, they will instinctively set to work analyzing their 
problem from every point of view which alert minds suggest as 
being helpful in arriving at a solution.” From the viewpoint both 
of society and of individual business units there is a crying need for 
real business executives, that is, persons who do “discretionary 
and directive work—work that is potentially creative.” So far a 
the students are concerned this kind of training undoubtedly 
makes for the greatest success in the long run; furthermore, it 
means that the student who is not certain of the particular field of 
business he desires to enter may obtain a broad training in busi- 
ness fundamentals, and later find himself. 


DISCIPLINE THE GOAL OF BUSINESS EDUCATION 


Discipline, accordingly, becomes the main goal of business 
education. With a background of technical facts, we endeavor to 
develop those executive qualities of leadership, judgment and 
imagination which make for genuine success. This means that 
marked changes have occurred in recent years in the methods of 
presenting materials in the classroom. In the college and univer- 
sity schools of commerce, there has been a decided tendency away 
from the classroom lecture and toward the use of what is com- 
monly called problem or case material. In this material the stu- 
dent is given a complete business situation; he is shown, so far as 
it is possible to do so, the background or setting of the problem, 
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and he is told not only what has occurred and what was decided 
upon as the solution, but also why in the opinion of that particular 
business the method chosen or the policy adopted was to be pre- 
ferred. His task is to work through this material and to deter- 
mine whether or not the decision reached was the one which 
should have been made, in the light of the information available. 
In other words, the student acquires a trained mind as a result of 
his study; he is taught to think and to think straight. He learns 
to observe keenly, to discriminate intelligently, to use his imagina- 
tion profitably, to judge evidence correctly, and to concentrate on 
any work which he may do. Only recently the president of one 
of our greatest universities stated that ‘‘the greatest need in the 
world today is for men and women who can think straight.” 
Certainly the greatest need in business is for people who can take a 
given business situation, and, by a process of straight thinking, 
arrive at a sound and safe solution. 

To make more concrete the value which comes from such dis- 
ciplinary training an instance which happened within two or three 
years in the Harvard graduate school of business administration 
is cited. I quote from Dean Donham’s paper read before the 
Stanford conference on business education: 


“Not long ago in a course using a number of outside business 
men we presented a problem concerning the coédrdination of 
various parts of the concern. We asked the man from whom we 
obtained the problem if he would come over to the school and lead 
a discussion on it. He consented. 

‘He started in on his class somewhat peeved and ill at ease in 
his mind, because several of his associates had told him, when he 
said to them that he was coming over to present this problem, 
‘Why, Mr. , that problem is the ‘“‘guts’’ of this business. 
We have all been trying to find an answer to that problem for from 
three to five years and have been unsuccessful.’ He felt himself 
how foolish it was to present that problem to a group of students; 
but, nevertheless, he came. 

‘After that particular class meets for one hour or two with a 
business man, it is the custom of the school to require the students 
to write reports, in which they say how they think the particular 
problem should be handled. It is then our custom to ask the 
business man to read 20 or 25 of the reports, so that he can get the 
scale of the thing as it is in the students’ minds, and then come 
back at another hour and discuss his own ideas with them. 

“This particular man under the influence of the criticism of his 
associates said, ‘Nothing doing,’ when we asked him to read 20 
of the reports. He said he would read four. They were sent to 
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him. He received them on Friday morning, and he took them 
home on Friday evening; he came into the office at nine o’clock the 
next morning, leaving at half-past eleven to meet the class at 
twelve o'clock. 

‘‘He started the class something like this: ‘Gentlemen, I told 
your professor I had time to read only four of your reports. I 
judge that there are over 200 men in this room. I have time to 
read all 200 of those reports; and, further, I have time, and would 
like, to write a personal note to every man telling him exactly 
what I think of how he handled the problem. 

‘“*T don’t know how one of the young men whose report I read 
got the material. I would not have believed that anyone not 25 
years in my business could possibly have made any approach to a 
solution of this problem. We have ourselves been working on it 
for from three to five years. It is the major problem of my 
business. The continuance of this business depends upon its 
proper solution. 

‘My organization has spent this morning discussing the solu- 
tion of the problem which was presented by one of the four in the 
papers which I read last evening, and we are united in feeling that 
we have in this solution the answer to the problem.’ 

‘Now, the interesting part to me was that approximately 25 
per cent. of the whole class had the same answer. The reason for 
it is perfectly plain to see: those men were second-year graduate 
men; they reached back into one of the first-year courses, where 
similar situations had arisen in industries in no way related to 
this particular industry. They had picked up a general principle 
there and had applied it to this particular case; and this business 
man who had had all of his training in that one industry, never 
had thought of going to his neighbor in another industry with the 
expectation of finding the solution of this kind of problem. This 
man had been trying to work out from his own initiative, and 
initiative of four or five skilled men under him, the solution of a 
problem which another industry had worked out entirely satis- 
factorily; and a quarter of the class, in probably not over eight 
hours’ work on the part of any of them, had found an answer to 
that problem.”’ 


Moreover, these schools attempting to train business executives 
are the ones which generally desire their students to have as broad 
an educational background as possible. The Harvard school has 
been criticized at times for designating itself as a graduate school 
in business when it not only did not require undergraduate train- 
ing in business subjects, but actually preferred that students 
seeking admission to it should not have had such work as under- 
graduates. I am sure that I bespeak the attitude of the faculty 
of the Stanford graduate school of business when I say that our 


355 











The Journal of Accountancy 
== —— $$ 








attitude is the same. To us education for business assumes a 
broad undergraduate training in the social and pure sciences, in 
mathematics, in the languages, and above everything else in the 
use of our mother tongue, and, superimposed upon this, an 
intensive two-years’ study of the principles of business. With 
such an undergraduate background, students not only do as good 
or better work while in school, but their viewpoint and their inter- 
ests are usually broader, and their success proportionately greater 
when they enter business positions. 


EMPHASIS UPON BUSINESS ETHICS 


Another matter, almost or fully as important as the improve- 
ments which are taking place in the educational methods them- 
selves, relates to the growing tendency on the part of our univer- 
sity schools of business to emphasize the ethical principles of 
business. More and more we are teaching that fair dealing, 
service to customers, the welfare of employee and of competitor, 
interest in the progress of one’s community, and many such things 
constitute the keynote of business and individual success. 

It is scarcely to be expected that our business fabric will be 
rewoven over night. In 1841 Ralph Waldo Emerson, in a lecture 
read before the Mechanics Apprentices’ Library Association of 
Boston, spoke of the evils of a business or professional life as 
follows: 


‘“‘. . . the general system of our trade . . . is a system of selfishness, is 
not dictated by the high sentiments of human nature, is not measured by 
the law of reciprocity, much less by the sentiments of love and heroism; 
but by a system of distrust, of concealment, of superior keenness, not of 
giving but of taking advantage. It is not that which a man delights to 
unlock to a noble friend, which he meditates on with joy and self-approval 
in his hour of love and aspiration; but rather what he then puts out of sight, 
only showing the brilliant result, and atoning for the manner of acquiring it 
by the manner of expending it. , 

“But by coming out of trade you have not cleared yourself. The trail 
of the serpent ee into all the lucrative professions and practices of man. 
Each has its own wrongs. Each finds a tender and very intelligent con- 
science a disqualification for success. Each requires of the practitioner a 
certain dapperness and compliance, and acceptance of customs, a seques- 
tration from the sentiments of generosity and “ ove, a compromise of private 
opinion and lofty integrity. 


What was true in 1841 is, in some cases, undoubtedly true at 
present. However, the business and professional man lives and 
works today on a plane of morality undreamed of eighty years ago. 
The tone of big business has radically changed during the last 
three quarters of a century, and without doubt our schools and 
colleges have contributed greatly to the improvement. 
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In May, 1926, it was my privilege to attend, as the representa- 
tive of the Harvard graduate school of business administration, 
the dedicatory services of the new college of commerce building 
of the University of Illinois. On the return trip to Chicago there 
were five of us together in a drawing-room; besides the writer 
there were the deans of three leading university colleges of com- 
merce, and the president of a leading Chicago bank. During the 
course of the evening’s journey the topic of conversation switched 
to a discussion of the extent to which business men are honest and 
otherwise honorable in their business dealings. The president 
of this Chicago bank, with his thirty-five years of experience, 
expressed it as his firm conviction that 90 per cent. of all business 
men were scrupulously honest and upright in their business 
dealings. He stated further that he did not believe there was 
any other group of people in the world—professional or otherwise 
—who were so generally honest and fair in their dealings with 
other people. As a result of my own more limited experiences of 
the last ten years in public accounting work, permitting an insight 
into the workings of many small, and of some of the greatest, 
business organizations in the United States, I am inclined to agree 
with this Chicago banker’s views. 

An additional instance will still further emphasize what I 
mean. There is in the city of Boston a certain business man who 
is a printer and constructive business counselor. His business is 
not large; he is president, treasurer and general manager of the 
company. Several years ago he personally obtained an order, 
subject to the price being satisfactory, from a prominent manu- 
facturing concern for 100,000 advertising booklets. A careful 
estimate showed that the booklets could be produced, with a 
reasonable profit, for6%centseach. Intransmitting thequotation 
to the purchaser it was typed and sent out as 16% cents. The 
prospective purchaser wired his acceptance, the booklets were 
manufactured and shipped, and an invoice for $16,250 was sent 
from the producer’s bookkeeping department. The invoice was 
paid by the purchaser, and great satisfaction expressed with the 
product. Only when the cheque and letter passed through the 
hands of the chief executive of the business did he learn of 
the error. He wrote a fine letter to the purchaser, apologized 
for the typographical error, stated that he had; made a 
fair profit at the 6% cents price, and returned a cheque for the 
$10,000. 
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Such ethical standards in business life must be the goal of our 
business schools. It should be thoroughly impressed upon our 
students that those sterling qualities of character, such as honesty, 
integrity, stamina or “backbone,” endurance and moral discern- 
ment, are just as essential to business success as is a technical 
knowledge of, and skill in, the particular work they are to do. 
Centuries ago Plato and Aristotle taught that the fundamental 
mark of an educated person was that he should take pleasure in 
those things in which he ought to take pleasure and should feel 
disgust for the things for which he ought to feel disgust. And 
they taught that the properly educated person is one who takes 
pleasure in right things and feels pain because of wrong things. 
It is the duty of the schools to develop in their students those 
moral and ethical qualities. If they do not teach them, whence 
shall our coming business generations be imbued with those 
“high sentiments of human nature’’ which make of their daily 
calling more than the mere means of livelihood? 


BUSINESS AND COMMUNITY RESPONSIBILITY 


Finally, I wish to mention very briefly a more recent but notable 
development in business education—the emphasis upon one’s 
social or community responsibility. Indeed, “a widespread 
social consciousness emerging from the chaos of individualism”’ is 
permeating all business, as well as the courses of study in our 
leading business schools. It is perhaps the point of demarcation 
between business, the old art, and business, the new profession. 
If our business graduates are to be recognized as successful they 
must not only be efficient in their work, they must not only be 
honest and straightforward in their dealings with their customers, 
their business associates and their competitors, but they must also 
be interested and take their place in the civic and community 
activities of the place in which they reside. This is not only a 
duty which one owes to his community, but it is a means toa 
broadened outlook on life which tends to increase greatly one’s 
sphere of interests and his ability to appreciate the many good 
movements sponsored in every community. “The spirit of 
common service to the community, existent in all our true pro- 
fessions, has been the chief support and strength of those who 
have been willing in the past to accept responsibility.”’ 
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About two years ago, in an open letter to the alumni of the 
school, the dean of the Harvard graduate school of business 
administration said: 


“If the school is to justify to the greatest extent its aims and purposes, 
our graduates must assume responsibilities and duties in their communities 
beyond those regularly assumed in their business organizations as part of 
specific jobs. A real profession of business means that many duties of 
leadership in the community must be thoughtfully guided by the members 
of that profession. I am not worried about the graduates assuming their 
share of the industrial burden, but I am concerned with the danger that 
the more important public and special duties will be overlooked by young 
men in business absorbed in their own individual problems.” 

Said Owen D. Young, at the dedication of the Harvard business 
school buildings: ‘‘ Never were opportunities so great as now. 
Never did unexplored areas seem so vast. Never was there a 
more responsible trusteeship needed for the discovery of new 
opportunities or for the administration of the existing powers. 
We need today more than ever before men to administer this 
trust, who are not only highly skilled in the technique of business 
—men who have not only a broad outlook in history, politics, 
and economics—but men who have also that moral and religious 
training which tends to develop character.’’ So the present 
tendency in business education, and in business itself, is to make of 
business one of the great and honored professions; this will be 
accomplished by business itself assuming the obligations of a 
profession, which, in the words of Mr. Young, means, “ responsible 
action as a group, devotion to its own ideals, the creation of its 
own codes, the capacity for its own discipline, the awards of its 
own honors and the responsibility for its own service.” 

Thus will the “oldest of the arts’’ become ‘the newest of the 
professions.” 
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EDITORIAL 


Demat Caving of ne annual meeting of the American 
Amsastcan Yactinute nstitute of Accountants was held at 
Del Monte, California, during the third 

week of September. Attendance of members and their guests 
from all parts of the country was rather greater than had been 
expected. It was an important meeting in many ways, but the 
experiment of meeting in a place where there was no considerable 
body of accountants close at hand was admittedly a test of the 
members’ interest. The representation from San Francisco and 
Los Angeles was comprehensive. From other western cities there 
was good attendance and the number attending from the eastern 
half of the country was remarkably large. The proceedings were 
harmonious—indeed the days of bitter contests and controversies 
seem to have passed. There must be differences of opinion 
always, but the profession is growing up and, like all other groups 
of sensible men and women, is learning to conduct its affairs with- 
out recourse to the amenities of the alley. There were two good 
papers. This marks a decline in number, but it is evident that 
two papers are enough if they happen to be, as they were this 
year, of the first class. The mere routine of reports, elections, 
amendments, etc., pursued the even course. The friendships 
which meetings beget are the best result of all. Men who have 
traveled together and sat in conference are better able to under- 
stand each other than they had ever done before. There was 
much golf of all sorts. Indeed, some of the serious minded feel 
that golf is something which is not an unabated blessing. The 
world of men in America and in the British Empire has gone away 
after strange gods in the hills and hazards of a thousand courses, 
and everything else, so the austere few say, is set at naught. 
Bankers, lawyers, medical men, accountants and similar folk 
travel far and numerously to stated meetings where they intend 
to devote profound and undivided attention to the serious busi- 
ness with which every programme is replete. They meet. They 
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sit a little while. The soft air of the out-of-doors comes alluringly 
to the windows and the droning voice of the speaker on technique 
grows faint and fainter to the ear which hears the rustling leaves, 
the song of breeze and bird. Then one by one the men who have 
come far to meet steal quietly out, walk slowly and softly down 
the corridor from the meeting hall, gather speed as they near 
their rooms, change apparel with incredible rapidity and before 
the speaker has come to the end of the first section of his learned 
address they are striding joyously away to the first tee. It is the 
very devil of a thing, this golf. It interferes with so much that is 
really important in a stern old world. The days of solemn at- 
tention to long programmes of business and technical affairs are 
eclipsed, if indeed their sun has not set. And there is a good deal 
of discontent because of the errant ways of those who go a-golfing. 
It is not quite fair to the more staid of men to sneak away and 
desert the business of the day. But what can be done about it? 
Everyone who has tried to stay the golfer once his face is toward 
the fairways knows how futile it all is. There seem to be only 
two answers to the problem. Meetings might be held at times 
and places where there is no golf, but then such places are remote 
and such times generally inconvenient, and furthermore no great 
number would attend. Or, holding a candle to the devil, meet- 
ings could be so arranged that the business sessions would take 
place afterdark. The golfer who had done thirty-six holes during 
the day would probably doze contentedly through the evening 
meeting, but at least he would be present and the speakers would 
have the benefit of an audience of sorts. This is truly a question 
which calls for some kind of answer and every programme com- 
mittee should bear it in mind. It speaks well for the Institute 
that this year at Del Monte—a place whose claim to fame is in 
its golf courses chiefly—there was a good attendance at all the 
sessions. The importance of the papers had much to do with it. 
But it must also be admitted that when the gavel sounded an 
adjournment the exodus was without restraint or delay. Next 
year the meeting is to be somewhere in the vicinity of Buffalo. 
The Canadians meet in Toronto and efforts will be made to bring 
the meeting dates of the two organizations into harmony so that 
there may be joint sessions and a general development of the good 
feeling and friendship which have always existed but sometimes 
without much opportunity for expression. This year the meeting 
at Winnipeg, at which about thirty members of the American 
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Institute were present, was a fine and helpful thing. Next year 
everyone hopes for even greater opportunities to forget an im- 
aginary boundary line. 
What is Good We have said that the papers read at 
Ser Gur Goute the meeting of the American Institute 
were good. Sothey were. The authors 
were Henry Rand Hatfield and Robert H. Montgomery, and it is 
quite certain that there are no two men whose names are better 
known in the literature of accountancy in this country. They 
spoke of the limitations of accountancy and proved pretty con- 
clusively that the profession has not yet attained that state of 
perfection which it should reach, but never will. It is salutary, 
probably, to remember that even the accountant is not yet divine— 
that he still has something to learn and to do—and those people 
who listened to the papers and those who read them in the 
October issue of THE JOURNAL OF ACCOUNTANCY must be strangely 
obdurate if they still believe that accountancy is not in a bad way, 
The two speakers approached their subjects from different points 
of the compass, but their conclusions were not far apart. Ac- 
countancy, it appears, is a fairly healthy child, but rather dull and 
unresponsive at times. He prefers to play with old toys and does 
not take readily to instructive and ingenious devices which would 
serve to amuse and at the same time to encourage invention. In 
fact he is a somewhat stupid child and something must be done 
about it if he is to grow up to be a credit to the family. This is all 
very well, no doubt. If a child does not make the most of his 
opportunities it is quite right to tell him that he is a disgrace to 
the family and that if he does not reform he will fill a drunkard’s 
grave or adorn a gibbet or accomplish some other form of descent 
toadishonored end. But, having told him all that, it is generally 
considered wise parental policy to give him a word of encourage- 
ment to show that the evil fate may yet be averted. And so we 
rather hope that next year the Institute will tell its members how 
to avoid the depths of Avernus and, after constructive suggestions, 
point out one or two merits, if they can be found. 


The state board of accountancy of 
Florida is empowered under a new law 
to promulgate rules of conduct for certi- 
fied public accountants and public accountants. The board has 
acted promptly in accordance with this law and has issued certain 
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“standards of professional conduct and rules defining ethical 
practice of public accountancy.’”’ These rules are necessarily less 
comprehensive than a code adopted by a society of accountants 
would be. A state board is charged with the administration of a 
law and can not properly go beyond the intent of the law in pre- 
scribing what shall be done or not be done by persons whose prac- 
tice is governed solely by the law. The duty of a state board is to 
protect the public from misrepresentation or injury flowing from 
the acts of accountants whom the state permits to practise with 
its express sanction. An organized body of accountants can 
prescribe rules not only to protect the public but also to protect 
the accountant from himself. Consequently the rules of conduct 
of the American Institute of Accountants are much more compre- 
hensive than those of a state board can be, but there is a general 
similarity in some fundamental particulars. The Florida board’s 
rules, for instance, are like those of the Institute with respect to 
false or misleading statements, acceptance or allowance of com- 
missions, personal supervision of work done,-etc. Penalties for 
misdeeds, however, are differently inflicted. In the state board’s 
code there is no mention of soliciting, advertising and like offences, 
which do not imperil the public. It is not unlawful to stand on 
the street corner and inform the world that one is the most de- 
sirable of men, but it is a practice not favored by the best people. 
State boards must deal with questions of law and its administra- 
tion. Associations of professional men can deal also with mere 
questions of decency. There are two rules in the Florida code of 
conduct which are new. The first of these, which is number nine 
on the list, should be of assistance to the federal authorities in 
putting an end to operations of persons who have been employees 
of the government and have later gone out to rescue the taxpayer. 


The rule reads: 


“Any certified public accountant or public accountant who accepts or 
takes part in any engagement, either on his or her own account, or as a 
member of a partnership or other organization, or as the employee of a 
certified public accountant or public accountant, involving federal income- 
tax or federal estate-tax matters, with which the said certified public ac- 
countant or public accountant has had prior contact as an employee of the 
United States government, is deemed guilty of wrongful conduct under 
section 5 of the above named act.”’ 


The last rule, number ten, is quite un- 
precedented. The necessity for its 
enunciation is not altogether clear, as it 
seems that the ordinary law of contract would cover the case, but 
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perhaps there have been some fly-by-night gentlemen in Florida 
who have duped the public and injured the prestige of the pro- 
fession. The state board may feel that there should be some 
definite provision which will help to bring the guilty to book. At 
any rate the rule can not do harm and it is an interesting novelty. 
It provides that 


“Any certified public accountant or public accountant practising under 
the provisions of the above named act, who enters into a contract, expressed 
or implied, to perform a specific service or specific services, in consideration 
of the payment to such certified public accountant or public accountant of a 
specified sumof money, which payment is to be for a definitely fixed amount, 
which amount is not based upon a per-diem charge or upon the length of 
time required for the rendering of such service or services, and who fails to 
perform such service or services as he has agreed to perform, is deemed 
guilty of wrongful conduct under the provisions of section 5 of the above 
named act. This board, in determining whether or not the service or 
services so rendered have been or have not been rendered in accordance 
with the agreement of such certified public accountant or public accountant 
shall measure the extent and sufficiency of such service or services accord- 
ing to the general understandings, customs and practice of the profession 
of public accountancy as practised in the United States of America. In the 
event that this board shall find that such service or services have not been 
rendered in accordance with agreement, and so advises the said certified 
public accountant or public accountant and the said certified public 
accountant or public accountant shall then fail within a reasonable time to 
complete such service or services without further compensation in manner 
deemed satisfactory to this board, unless excused therefrom by the client, 
then the said certified public accountant or public accountant is deemed 
guilty of wrongful conduct under the provisions of section 5 of the above 
namedact. Provided, however, that any person found by this board to have 
been guilty of wrongful conduct through failure to satisfactorily perform 
services as specified in this rule, and who thereafter completes the per- 
formance of such service in a manner satisfactory to this board, within such 
time as to this board shall appear to be fair and reasonable, shall not be 
deemed to be guilty of wrongful conduct as specified in this rule.” 


We refrain with difficulty, but we do refrain, from expatiating 


on the strong evidence which this rule affords of the general 
fallacy of the so-called “lump-sum bid.” 


One of the constantly recurring diffi- 
culties of the accountant is the protec- 
tion of his report and certificate, and 
many members of the profession believe that the time is coming 
when it will be necessary to call for laws which will make it a mis- 
demeanor, if not worse, to alter in any way whatever the report of 
the accountant without his written consent. It is dreadfully 
easy to change the whole meaning of a statement by condensing 
phraseology or by omitting altogether some of the vital portions 
ofit. Theexcuseisalwaysthesame. ‘‘ Wecan not give the whole 
report without expending an extravagant amount of space and 
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money, and so we must abridge.’’ Some accountants have en- 
deavored to protect themselves by printing on every page of their 
reports a warning against publication of part without the whole or 
against alteration o: any kind whatever. But it is doubtful if a 
client who would wish to amend a report for publication would be 
hindered by such a threat. If, however, there were a law clearly 
prohibitive it would be an excellent thing. The Australian In- 
stitute of Secretaries has drawn the attention of the authorities to 
a case wherein directors altered the auditors’ report and has asked 
for protective legislation. The resolution reported in the Aus- 
tralian papers reads as follows: 

“That it be a recommendation to the attorney-general of Victoria to 
include in the bill to amend the companies act an amendment providing 
that should any director, secretary or other officer of a company cause to 
have published an auditor’s report of a balance-sheet of a public company 
in an altered form, with intent to deceive any person, he shall be guilty 


of a misdemeanor, and be liable to imprisonment for a term of not more 
than two years.” 


This resolution seems well enough as far as it goes, but it is not 
altogether sufficient. It would be better to have a provision 
against any alteration of an auditor’s report without the audi- 
tor’s consent. If alteration with intent to deceive be the measure 
of iniquity the question of what was in the mind of the accused 
will always arise, and it is notoriously difficult to deal with mental 
attitudes. If a company finds it necessary or desirable for one 
cause or another to make immaterial changes in the auditor’s 
report or certificate, the auditor may be able to agree without 
sacrificing anything. If the changes are material or if it appears 
that the change of a word or two might rob the report of its full 
effective force, the auditor will not consent. It is safe to assume 
that in almost all cases the auditor knows the purpose for which 
the report is desired and he also knows what the client wishes to 
reveal and to conceal. If he is a man he pays no attention what- 
ever to wishes of the client when such wishes are at variance with 
sheer truth. What he has written he has written. And the 
client knew about it before the report was in its finalform. Why, 
then, should there be condensation or alteration after the report is 
presented, except to achieve some purpose, fraudulent or other- 
wise, of which the auditor has been kept in ignorance? We come 
back, therefore, to the conclusion, which is obvious from the be- 
ginning, that the report or certificate of the auditor should never 
be altered in any way without the auditor’s approval, and any 
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contravention of that rule should be punishable at law. It is 
probable that anything more than a change by inadvertence, 
such as a printer’s error, is contrary to law and a punishable 
offense under the statute of fraud, but there are so many and 
devious ways of explaining away an alteration of text that it 
would be well if every state in the union would enact a law specifi- 
cally forbidding change of an auditor’s report or the publication of 
part only without the express consent of the author of the report. 
And some day we may come to a point at which it will be possible 
to prevent publication of the auditor’s name without his report. 
In other words it will be illegal to say that John Doe or other well 
known citizen has audited the accounts without going on to show 
what John said and also when he said it. But that is another 
story and perhaps only a dream at present. 


A friend with an inquiring turn of mind 
has been making an investigation of the 
comparative activities of firms of ac- 
countants, and in the course of his explorations has run across 
some interesting facts. He reports that he examined the accounts 
of corporations published in one of the well-known manuals and 
discovered that in the industrial section there were about fifteen 
thousand companies of which only 892 were audited. The audits 
were conducted by 209 individual accountants or firms. He 
gives names of ten firms which did the greater part of the work. 
The number of companies audited by these ten firms ranged from 
150 for the first to 13 for the last. The ten firms audited a total 
of 579 companies and the remaining 313 audited companies were 
clients of 199 firms or persons. It is possible that some of the 
companies which are not reported as having auditors are in fact 
audited occasionally. On the other hand it is quite certain that 
there are more industrial companies than railroads, banks, etc., 
subjected to regular audit. If the investigation had extended to 
other sections of the manual it would probably have revealed 
an even smaller percentage of audit than appeared among the 
industrials. Some years ago when Edward N. Hurley was the 
first chairman of the federal trade commission he astonished 
himself and the rest of us by discovering that a very small number 
of companies operated at a profit and furthermore that only an 
infinitesimal percentage of that number had seen the advantages 
of audit. True it was that the greatest corporations, generally 


366 


There is Still Plenty 
of Room 

















Editorial 

ooo TTTlTllll—————————=—=€—@E€@q@E@EeeeG0_3o3O 
speaking, were properly audited, but taking all corporations as a 
basis of computation the ratio of audited to unaudited was simply 
inconsiderable. Then came days of tax, super-tax, excess-profits 
tax and heaven only knows how many other forms of extraction 
and most people thought that the accountant had come into his 
own—perhaps into some one else’s as well. It was commonly 
believed that nearly all companies were audited and some timor- 
ous accountants began to talk lugubriously of the point of 
diminishing returns, of a glut in the market and a lot of other 
fabulous animals. Where was a new accountant to find a foot- 
hold? There was not enough for the established firms to do. 
This was evident because even the busiest office ran into slack 
times when men were discharged and the expenses were curtailed. 
If every potential audit had its auditors, and most of them wait- 
ing lists of willing auditors, what should the new man or the small 
man or the man without influential friends do in a surfeited 
world? But now it appears that there must be something wrong 
with our accepted theories. The trouble seems to be not that 
there are too many accountants but that there would be too few if 
business were suddenly to demand audit. Fifteen thousand 
companies listed in one section of a manual—and these obviously 
the most important companies of their several kinds, only 892 
audited and the remaining 14,108 having no regular audit—these 
figures seem to indicate that if the principle of audit were univer- 
sally adopted there would be need for fifteen times as many 
accountants as there are now if all were to be as active as the 
present practitioners. Of course this is not a fair deduction for 
most of the largest corporations are audited, and the unaudited 
are generally the least, but if we make a broad and excessive 
allowance for the variations in size and importance of companies 
it yet appears that the spectre of nothing-to-do is not an aura of 
the too-numerous accountant but rather of the too-reluctant 
business man—and that is a condition which will surely pass. 


, Our very good friend The Accountant, 

Accountancy in the , P : 
Middle West of London, is a widely read and justly 
esteemed mouthpiece of accountancy 
and its opinions are worthy of careful consideration. We regret 
therefore to find that so honored a publication should have fallen 
into grievous error in its issue of September 24, 1927. Perhaps it 
was the scarcity of matter at the end of the summer season or 
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perhaps it was mere carelessness, which we should hesitate to 
believe, but whatever the reason the fact remains that our friend 
gave space on the date mentioned to a sadly distorted article 
bearing the title, ‘‘ Accountancy in the Middle-West of the United 
States.’”’ The article was unsigned, but under the title appeared 
the evasive word “‘contributed.”’ It is a rather prevalent custom 
of the English press to repudiate responsibility and to protect 
anonymity by the insertion of this ambiguous word. It says to 
the reader, ‘‘ Here is an article of which we are neither father nor 
mother. Its own parents would blush to own it. However, we 
publish it for reasons which need not be stated and you can like it 
or dislike it as you will, but you will never find anyone who can be 
kicked for it.”" Some years ago a well-known English review 
published a series of ‘‘contributed’’ anonymities defaming Ameri- 
can womanhood and, when the inevitable protests poured in, re- 
fused to accept responsibility, to withdraw the lie or to do any 
other thing which it would have occurred to a gentleman to do. 
The result was, we are told and firmly believe, that the American 
circulation of the review vanished swiftly away and many of the 
friends of the review in England were permanently estranged. 
Now The Accountant has not done anything so reprehensible as 
that, but it has given publicity to a totally misleading article— 
and that is a great pity. The article seems to have been written 
by someone who had come to America from England and had 
found that conditions here were different, as they are. He may 
have been unsuited to the environment in which he placed himself 
and it is barely possible that he may have been “‘fired,’’ as they 
would say in the savage and frank region which he describes. 
There are many young men whoare not adaptable to circumstances. 
Some of them are so loyal to old customs and manners that they 
are never at home among more adventurous spirits and they soon 
become unpopular. We detest anonymity and we are going to 
give the author of the “contributed” article a name. He is 
Smith. That is a name which is known to some extent in 
England and was brought here by the early settlers. Smith says 
that accountancy is standardized, that assistants have to work 
too hard, that the large firm is crowding out the small. Then he 
works himself up into a little heat and says: 

‘Professional etiquette as practised in Great Britain does not exist here. 


Almost all accounting firms advertise in some way or cther, and, notwith- 
standing a code of ethics laid down by the various societies, canvassing is 
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openly indulged in, and the largest accounting organizations are foremost 
in this respect, using so-called salesmenlike methods. 

‘The accountant in a small way stands a poor chance of making a living 
unless he goes after business in the quiet season, and he generally finds the 
ground has been well covered by others.” 


Oh, Mr. Smith, that is really going a little too far, is it not? 
Where have you been at work? It was our impression, nay, we 
are stubborn enough to believe yet that the standards of ethics of 
the American Institute are at least as high as those of any other 
country or society. And the man or firm that does the things 
which Mr. Smith says most accountants do is the exception, not 
the rule. The code of ethics is not a jejune formula. It is en- 
forced and effective. The jeremiad of the middle west ends on 
a note of warning: 


‘It might be well to point out the following facts to British accountants 
who may be thinking of crossing the Atlantic. In the first place, there is a 
law prohibiting the bringing out of people from foreign countries under 
engagement; however, this law does not seem to be rigidly enforced so far 
as accountants are concerned. At the same time, if it can be proved that a 
person has entered the country illegally, even long afterwards, there are 
severe penalties for violations, including deportation. Although the 
salaries offered on this side may seem attractive, the accountant will soon 
realize that, with increased cost of living and the temptation to spend 
money towards obtaining solid comfort, the difference in salary will not be 
sogreatafterall. He willalsofindthat he willhaveto work very much harder 
over here, and become (or try to become) accustomed to a complete change 
in business customs, environment and climate. 

“Taking everything into account, the accountant wouid do well to 
avoid coming to this part of the country, as unquestionably the supply 
of accountants is far greater than the demand. Even in the large eastern 
cities the same conditions seem to prevail.” 


The conditions here do differ from those of England; the work is 
harder perhaps, but of this we are not sure; there is temptation to 
enjoy comforts which are easily and not very expensively obtain- 
able here; and the climate, let us admit it freely, perhaps even 
gladly, is quite different—but we should not boast of the gifts of 
nature. It is unfortunate that Mr. Smith should have been 
unhappy. To his countrymen American accountancy owes a 
tremendous debt which it is ever ready to acknowledge. Perhaps 
he will find a good position with an accounting firm before long 
and then he will forget how irksome was his early stay with us. 
In the meantime it is appropriate to suggest in the utmost friend- 
liness that The Accountant and every other publication should not 
accept as a gospel of truth every wail of distress from the disgrun- 
tled or involuntarily idle. 
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‘National Association In view of the activity of the National 
of Certified Public Association of Certified Public Account- 
Accountants” ants in sending circulars to accountants 
in the United States and Canada and because of occasional 
inquiries concerning it made of THE JOURNAL OF ACCOUNTANCY, 
it is thought desirable to call to the attention of the accountancy 
profession the history of that association and the fact that its 
very name is a misnomer. There is an unfortunate similarity 
between the names of that organization and of the American 
Society of Certified Public Accountants which it is hoped will not 
mislead. The latter is of course stoutly opposed to the operations 
of the former. The National Association of Certified Public 
Accountants was organized in 1921 and shortly thereafter began to 
issue certificates purporting to confer upon the recipients the so- 
called degree of “certified public accountant.” In 1922 a pro- 
ceeding was instituted in the supreme court of the District of 
Columbia against the association by the United States attorney 
for the District of Columbia, as the result of which an injunction 
was granted by the court restraining the association from soliciting 
applications from any persons for the issuance of, or from actually 
issuing ‘‘any certificate, diploma, or other instrument or writing 
purporting to confer upon such person the degree or designation 
of certified public accountant, or any degree or designation of 
similar purport,” or from representing to any person that the 
association had the power to issue such certificates or diplomas. 
An appeal was taken by the association to the court of appeals 
of the District of Columbia, where the action of the lower court 
was affirmed, the court of appeals saying in its opinion: 


“* According to the bill the corporation admitted one of its members to the 
degree of certified public accountant (usually indicated by the letters 
‘C. P. A.’) on his own unsupported statement as to his qualifications, with- 
out any instruction or examination by the corporation or any of its rep- 
resentatives. Persons residing in California, desiring to test the methods 
employed by the corporation, presented to it an application for a certifi- 
cate as a certified public accountant in the name of one Duarfy. The 
certificate was issued on the recommendation alone of persons wholly un- 
known to the corporation. Later it developed that Duarfy existed only in 
the minds of those who had arranged the test. In other words, he was a 
fictitious person. Other instances are given in which the corporation 
granted degrees without any examination or test of the applicant. All 
these allegations are admitted by the answer. In no place does the answer 
assert that any other or different test of an applicant’s fitness for a degree 
was employed by the corporation. It says, however, that the corporation 
in this respect had followed the example of other institutions in corferring 
like degrees. It is also charged in the bill, and not denied by the answer, 
that during the nine months of the corporation’s existence it issued more 
than 2,500 certificates at $10 apiece.’’ (53 Appeals D. C. 391.) 
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The applications for membership which are now being sent out by 
the National Association of Certified Public Accountants indicate 
clearly that a person does not have to be a holder of a certificate 
as a certified public accountant in order to be admitted to the 
association. Thus, although the association is prevented by a 
perpetual injunction from issuing degrees, it is plain that it is 
enabled to carry on substantially the same practice by the ad- 
mission of persons to its membership who are not certified public 
accountants and who may thereafter advertise themselves as 
‘““Members of the National Association of Certified Public 


Accountants.” 
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Income-tax Department 
EDITED By STEPHEN G. RusK 


In the October issue of this magazine attention was drawn to the advisability 
of recomputing the interest allowances on claims for refund. An erroneous 
statement was made to the effect that the collector computed the interest on 
claims for refund. Our attention has been drawn to this error, and we are 
glad to acknowledge it and make the correction. We are informed that the 
commissioner’s office calculates the interest on refunds and credits. It is a 
source of satisfaction to learn, even in such a manner, that the Income-tax 
Department is read carefully. 

To the September issue of Internal Revenue News Elmer C. Wood of the 
claims-control section has contributed an article entitled ‘‘ Interest on over- 
payment of income tax” which throws light upon the method of computing 
interest on these claims. 


A summary of the contents of this article follows: 


The act of 1921 was the first to contain a provision for the payment of interest 
on refunds or credits. 
According to the provisions of that act, interest is payable only upon the 
basis of acclaim. The interest period begins: 
(a) In case of an original tax not paid under protest, six months from the 
date claim was filed; 
(b) In case of an additional tax, the date the tax was paid; 
(c) In case of a tax paid under specific protest, the date the tax was paid. 
The interest period ends on the date of the allowance of the claim. 


Under the acts of 1924 and 1926 taxpayers are granted the right to interest 
on overpayments from the date the taxes were overpaid to date of allowance, 
whether or not a claim for refund or credit was made. 

The supreme court ruled (in the case of the Girard Trust Company, et al. 
v. The United States) that the date of allowance was the date of final approval 
by the commissioner, which is the date he ordered the refund, and not the date 
of his approval of the schedule forwarded to the collector. This court decision 
applies to refunds and credits under the acts of 1921 and 1924. 

Under the revenue act of 1926, the date of allowance of refund is the first 
date on which the commissioner signs the schedule of overassessment. 

Thus does Mr. Wood’s article clear up the question of the method of com- 
putation of the interest on overpayments of income tax in the commissioner’s 
office. 

As it has happened in a number of instances, at least, that the first informa- 
tion the taxpayer receives is a cheque from the treasury department, the ques- 
tions for the taxpayer to solve are: under which revenue act his overpayment 
falls; the date the commissioner finally approved the allowance of the refund 
(under the acts of 1921 and 1924), and the first date on which the commissioner 
signed the schedule of overassessment (under the act of 1926). 
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There is one point, however, that is not cleared up by Mr. Wood's statement. 
It is probably best stated in the form of the following question: 

Why should not the interest on a refund or credit granted after the 

enactment of the law of 1926, though the refund be for overpayment of 


taxes under the 1921 and 1924 laws, be computed under the provisions of 
section 1116 (c) of the act of 1926? 


Section 1116 (c) reads as follows: 


“ This section shall be applicable to any refund paid, and to any credit 
taken, on or after the date of the enactment of this act, even though such 
refund or credit was allowed prior to such date.”’ 


Under the quoted provision it would appear that interest on an overpayment 
of tax refunded or credited since the enactment of the 1926 act should begin on 
the date such tax or penalty was paid and accrue until the date the refund or 
credit was “allowed”, whether or not the overpayment was made after the 
1926 law became effective. 

That the date interest should begin is a matter not clear to those computing 
taxes on refunds allowed since the enactment of the 1926 law is evidenced by 
several instances that have come to our attention wherein the interest allowance 
apparently was for some shorter period than that covered from the date of the 
overpayment to the date of the allowance. 

In view of our experience, we again direct attention to the advisability of 
carefully verifying the allowances of interest on overpayment of income taxes. 


A special advisory committee has been established in the bureau of internal 
revenue, the general purpose of which is stated to be examination into the 
reasons for the accumulation of pending income-tax cases in the bureau. 

This committee will act, subject to the approval of the commissioner, upon 
cases waiting in the bureau for advice as to the bureau policy; cases arising out 
of mailing of deficiency letters under the act of 1926, and such others as may be 
submitted to it by the commissioner. 

The committee consists of nine members, and the personnel comprehends 
men well versed in the matters of income taxation. As pointed out by Thomas 
M. Wilkins, one of the members, in the October issue of Internal Revenue News, 
“|. . the opposing views as to facts in issue before an independent tribunal is 
wholly absent. . . ."". This committee, being of the bureau, must of necessity 
regard controverted cases from the viewpoint of the commissioner, and as it is 
presumed to be conversant with the very latest ideas of the commissioner on 
any given subject, a taxpayer, when conferring with it, will at least know the 
particular point of fact or law wherein his difference with the bureau lies. 

The committee, in an effort to reduce the accumulation of income-tax cases 
pending in the bureau, encourages the making of proposals by the taxpayers 
for settlement where such a result is possible. 

The decentralization that became effective some months ago makes it possi- 
ble for taxpayers to settle their differences with the commissioner in the offices 
of the ‘‘revenue agents in charge”’ scattered throughout the country, and this 
has been found to be a satisfactory method to most taxpayers. The advan- 
tages accruing to taxpayers arise from the familiarity with the problems at 
issue of agents in their own part of the country, and from avoiding the expendi- 
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ture of the time, as well as the expense, of going to Washington to clear up 
questions that could be more intelligently solved by those residing nearer the 
taxpayers’ own communities. 


SUMMARY OF RECENT RULINGS 


Decedent bequeathed his wife absolutely without mention of the other half, 
one half of the proceeds of an insurance policy on his life taken out in 1897, and 
payable to his wife in trust; held that his gross estate should include the pro- 
ceeds of the policy undisposed of by will, but not the half disposed of by will 
which, under the laws of the state of Pennsylvania, is not subject to the pay- 
ment of charges against the decedent's estate. (United States district court, 
E. D. Pennsylvania, Executors for Richard G. Parks, Jr., v. Blakely D. 
McCaughn, collector.) 

Suit for recovery of tax will lie when based upon a question which was con- 
sidered and rejected by the commissioner in his notice of a rejection of a claim 
for refund, even though not specifically set forth in the claim for refund. 
(United States district court, E. D. Pennsylvania, Executors for Richard G. 
Parks, Jr., v. Blakely D. McCaughn.) 

Liberty bonds constituting part of the trust estate of a non-resident alien 
decedent, who had not been engaged in business in the United States, should not 
be included in his gross estate under the revenue act of 1918. (United States 
district court,S.D. New York, Trustee of estate of William Waldorf Astor, v. 
Frank Bowers, collector.) 

A mine “facility” within the meaning of sec. 234 (a) (9), act of 1918, and the 
cost of opening and developing mines for production of coal for sale to factories, 
railroads and steamships is amortizable. (United States district court, N. D. 
Alabama, Corona Coal Company, v. United States of America.) 

An allottee of Choctaw Indian tax-exempt bonds may recover income taxes 
paid by him on oil royalties derived from such lands, allotted to a member, 
even though claim for refund was filed after statutory period. (United States 
district court, N.D. Oklahoma, Clifton L. Richards, v. United States of America.) 

Interest at 6% per annum from expiration of one year after the decedent's 
death should be computed under the 1918 act, on a deficiency in estate tax as 
finally determined. (United States district court,E.D. Pennsylvania, United 
States of America v. Elmer E. Rodenbough, executor.) 

An action against the executor of an estate in his capacity as such, for collec- 
tion of a deficiency in estate tax is not barred by sec. 407, act of 1921, which 
provides for discharge of the executor from personal liability for additional 
tax, under the conditions specified therein. (United States district court, 
E. D. Pennsylvania, United States of America v. Elmer E. Rodenbough, 
executor.) 

Income bonds claimed to have been issued for goodwill of a predecessor 
corporation, payable only from the net earnings of the corporation, the books 
of account showing neither the bonds as a liability nor goodwill as an asset, 
redeemed prior to 1917, may not be included in invested capital. (United 
States district court,S.D. New York, The Baker & Taylor Company v. United 
States of America.) 

Certain instruments executed in the form required under the laws of the 
state (New York) for the grant of interests in real estate, providing for the 
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payment of an annuity to the grantor for a period, were held not to have created 
an interest in the properties or a rent charge, the income derived from the 
properties being taxable to the grantor. (United States district court, S. D. 
New York, Louis S. Bing v. Frank K. Bowers, collector.) 

A taxpayer is not limited in a suit for recovering of taxes to the reasons for 
relief sought advanced in the claim for refund before the commissioner. 
(United States district court, Connecticut, Eva F. Warner v. James J. Walsh, 
collector.) 

An action for recovery of internal-revenue taxes against the collector, no 
longer in office, to whom the tax was paid, may be maintained under the 1921 
act in a district court. (United States district court, Connecticut, Eva F. 
Warner v. James J. Walsh, collector.) 

An action for taxes erroneously paid may be maintained under the 1924 act 
against a collector regardless of protest. (United States district court, Con- 
necticut, Eva F. Warner v. James J. Walsh, collector.) 

The filing of a proof in a bankruptcy court is a proceeding in a court for the 
collection of the tax, and is subject to the statutory period of limitation. 
(United States district court, N. D. Georgia, In re McClure Company, 
bankrupt.) 

The government is allowed six years after assessment of tax, though assess- 
ment made prior to act of 1924. (United States district court, N. D. Georgia, 
In re McClure Company, bankrupt.) 

Two corporations, all the stock of which was in the complete control of the 
same persons may not be consolidated for the year 1917 for income-tax pur- 
poses, where they were not engaged in the same or closely related lines of 
business and one was not the subsidiary of the other. (United States district 
court, Minnesota, third division, Bowe-Burk Mining Company and Bowe-Burk 
Company v. Levi M. Willcuts, collector.) 

A corporation formed to carry on operations under a mining lease—tangible 
property which it acquired in 1917 in exchange for its stock—did not have for 
1917 more than a nominal capital within the meaning of sec. 209 of the act of 
1917. (United States district court, Minnesota, third division, Bowe-Burk 
Mining Company and Bowe-Burk Company v. Levi Willcuts, collector.) 


TREASURY DECISIONS 
(Treasury decision 4025, June 18, 1927) 


ARTICLE 223: Charges to capital and to expense in the case of oi! and gas wells. 


Under the provisions of article 223, Regulations 69, such incidental expenses 
as are paid for wages, fuel, repairs, hauling, etc., in the exploration of oil 
and gas property, drilling of wells, building of pipe lines, and development 
of such property, may at the option of the ig = be deducted as a 
development expense or charged to capital account. The regulations promul- 
gated under the revenue acts of 1918, 1921, and 1924 provide for the same 
option. 

In view of the change in the basis for depletion provided by the revenue act 
of 1926, in the case of oil and gas wells, taxpayers may make a new election as 
to the treatment of the expenditures above mentioned for taxable periods 
ending on or after January 1, 1925, but not later than six months after the date 
of this decision. Taxpayers desiring to make a new election are required to 
file amended returns for the taxable periods involved within six months from 
the date of this decision. 
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(Treasury decision 4027, June 22, 1927) 
ARTICLE 1561: Basis for determining gain or loss from sale. 








1. Stock Divip—ENp—INCoME—BAsIs IN DETERMINING GAIN FROM 
SALE. 


Income resulting from the sale of stock received as a stock dividend 
is not the receipt of a dividend but gain or profit derived from the sale 
of stock. 
In determining the gain from a sale of original common stock in 
respect of which dividend stock of the same character, except that it 
has no voting rights, was issued, and also the gain from a sale of the 
dividend stock, the cost of each share of each kind of stock sold is com- 
puted by dividing the total cost of the old shares by the total number 
of the old and the new shares. 
The following decision of the United States Court of Claims in the case of 
John D. Chapman v. United States is published for the information of internal 
revenue officers and others concerned. 


Court or CLAIMS OF THE UNITED STATES 
John D. Chapman v. The United States 
[February 14, 1927] 

OPINION 


Moss, judge, delivered the opinion of the court. 


Plaintiff, John D. Chapman, is seeking by this action to recover the sum of 
$132,089.99 additional income taxes collected from him for the years 1917 and 
1918, $103,371.58 of which was collected for the year 1917 and $28,697.41 for 
the year 1918. The history of the transaction out of which this controversy 
arose is as follows: 

Throughout the year 1917 plaintiff was the owner of 1,800 shares of the 
common capital stock of the Bethlehem Steel Corporation, which were acquired 
at a cost of $48 per share, or $86,400. On January 23, 1917, the directors voted 
to increase the capitalization of the said corporation, and in this connection 
declared a stock dividend of 200 per cent. upon the common stock; and on 
February 17, 1917, plaintiff received from the corporation 3,600 shares of the 
new stock as his proportion of the stock dividend. In his tax return for the 
year 1917 plaintiff reported said stock dividend as dividend. Inthe same year, 
and prior to December 31, 1917, plaintiff sold the 3,600 shares received as a 
stock dividend for the sum of $371,928. 

It is the plaintiff’s contention that the income resulting from the sale in 
1917 of the stock received as a stock dividend in that year was taxable at the 
rates for prior years under the provisions of section 31 of the revenue act of 
1916, as amended by section 1211 of the revenue act of 1917 (40 Stat., 300, 
336-337), in which it is provided that in any distribution made by a corpora- 
tion, whether represented by cash or by stock of the corporation, such distribu- 
tion shall be considered income to the amount of the earnings or profits so 
distributed. 

The government contends, on the other hand, that the income resulting from 
the sale of the stock received as a stock dividend was not the receipt of dividend 
but was gain or profit derived from the sale of the stock, and that section 31 
of the act of 1916 as amended has no application. The commissioner of 
internal revenue assessed the tax on this basis, computing the tax on the differ- 
ence between the cost of the stock and the amount realized from its sale, 
properly applying the 1917 rates. 

The theory upon which the commissioner proceeded was correct as deter- 
mined by the United States supreme court in the case of Towne v. Eisner 
(245 U. S., 418), in Eisner v. Macomber (252 U. S., 189), and in other cases, 
in which it was distinctly held that a stock dividend does not constitute taxable 
income. 

In April, 1918, plaintiff sold his original 1,800 shares of stock, and his income- 
tax return for the year 1918 included the sale price with other sales of stocks 
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and bonds during that year. In computing the profit from the sale of the 
1,800 shares plaintiff reported the cost of said shares at $48 per share, or a total 
of $86,400. The commissioner, however, in computing the cost of the 1,800 
shares properly considered the original cost of $86,400, paid by plaintiff for the 
1,800 shares, as representing the total cost of both the 1,800 shares and the 
3,600 shares distributed as a stock dividend; and on this basis the commis- 
sioner fixed the cost of the 1,800 shares at $16 per share and assessed the 
additional tax accordingly. The plan adopted by the commissioner in ascer- 
taining the profit was correct. To state the question simply, by the payment 
of the sum of $86,400 plaintiff acquired a capital interest in the corporation, 
and he received as evidence of this interest 1,800 shares of the original common 
stock, and without further cost he also received an additional 3,600 shares, or 
a total of 5,400 shares. His interest in the corporation was neither increased 
nor diminished by the later acquisition of the 3,600 shares. It remained 
precisely the same. 

The same question are to the sale of the 3,600 shares, and the same 
procedure was followed by the commissioner in arriving at the profit on that 
sale. 

The contention of the plaintiff that the government is barred by the statute 
of limitations is not tenable. It is the opinion of the court that plaintiff is 
not entitled to recover. It is therefore the pn ae of the court that plaintiff's 
petition should be dismissed. And it is so ordered. 
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AMERICAN INSTITUTE EXAMINATIONS 


(Note.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official solutions 
of the board of examiners. They represent merely the opinions of the editors 
of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PArt II (continued) 


May 20, 1927, 1 P. M. to 6 P. M. 


No. 6 (32 points): 

On December 31, 1926, A is indebted to B in the following amounts: 

$1,500 due December 31, 1927, without interest; 

$3,500 due December 31, 1929, with interest at the rate of 6% payable 

annually; 

$5,000 due December 31, 1931, with interest at the rate of 6%, from Decem- 

ber 31, 1926, not payable until maturity of note but to be com- 
pounded annually; 

$6,000 due December 31, 1932, with interest at the rate of 5%, payable 

annually. 

On this date (December 31, 1926), A learns that on December 31, 1930, he 
will fall heir to $200,000 and arranges with B to cancel the four notes in ex- 
change for one note due in four years. It is then agreed that the new note shal! 
include interest to maturity calculated at 5% compounded annually and that B 
shall not lose by the exchange. 

What will be the amount of the new note? 


Given at 5%: 
vi = .9523810 (1+i)! = 1.0500000 
v? = .9070295 (1+i)? =1.1025000 
v® = . 8638376 (1+i)?=1.1576250 
v' = . 7835262 (1+i)*=1.2155062 
Given at 6%: 


(1+i)? =1. 1910160 
(1+i)§=1.3382256 


Solution: 

The first step in the solution is to determine the present value at December 
31, 1926, of all payments of principal and interest to be made by A under the 
original plan. The present values of the various items are computed as follows: 
(1) $1,500 due December 31, 1927, without interest— 

Given: 
Present value of 1 at 5% for one period is .9523810. 
Then, present value at 5% of $1,500 due in one period is 
I NG 5. 0b Kosala eid 0 Se nae ERK $1,428.5715 
(2) $3,500 due December 31, 1929, with interest at the rate of 6% 
payable annually— 
The present value of this item is the sum of (a) the present 
value at 5% of $3,500 due three periods hence, and (b) the 
present value at 5% per period of the three interest pay- 
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ments of $210 each due one, two and three periods hence 
respectively. 
(a) Given: 
Present value of 1 at 5% for three periods is . 8638376. 
Then, present value at 5% of $3,500 due in three periods 
fo GATED H.C OO cc cc kccccestapneekenan 
(b) Given: 
Present value of 1 at 5% for three periods is . 8638376. 
Then, compound discoun‘: on 1 at 5% for three periods is 
1 — .8638376 or .1361624, and the present value of an 
ordinary annuity of 1 at 5% for three periods is 
.1361624 + .05 or 2.723248, and the present value of an 
ordinary annuity of $210 at 5% for three periods is 
GEES KK FB. Tes 0000 000660010004000eNmeeel 


(3) $5,000 due December 31, 1931, with interest at the rate of 6% 
from December 31, 1926, not payable until maturity of 
note but to be compounded annually. 

The present value of this item is the sum of (a) the present 
value at 5% of $5,000 due five periods hence, and (b) the 
present value at 5% of the interest which will be accumu- 
lated five periods hence. 

(a) Given: 
Present value of 1 at 5% for five periods is .7835262. 
Then, present value at 5% of $5,000 due in five periods is 
SRE eo . Ps + <.s.006n050nnnnsennees 


(b) To ascertain the amount of interest which will be accu- 
mulated at December 31, 1931: interest for each period 
is 6% of $5,000 or $300. 

Given: 
The amount of 1 at 6% for five periods is 1.3382256. 
Then, the compound interest on 1 for five periods at 6% is 
1.3382256 — 1 or .3382256, and the amount of an 
ordinary annuity of 1 at 6% for five periods is . 3382256 
+ .06 or 5.6370933, and the amount of an ordinary 
annuity of $300 at 6% for five periods is $300 xX 
5.6370933 or $1,691. 128. 
The present value at 5% of $1,691.128 due five periods 
hence is computed as follows: 
Given: 
Present value of 1 at 5% for five periods is . 7835262. 
Then, present value at 5% of $1,691.128 due in five 
periods is $1,691.128 K .7835262 or ............... 


(4) $6,000 due December 31, 1932, with interest at the rate of 5% 
payable annually. 
The present value of this item at December 31, 1926, is, 
obviously, $6,000. However, the present value may be 
calculated by actuarial science as follows: 
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The present value is the sum of (a) the present value at 5% 
of $6,000 due six periods hence, and (b) the present value at 
5% of the six annual interest payments of $300 each. 
(a) Given: 
Present value of 1 at 5% for five periods is .7835262 and 
the present value of 1 at 5% for one period is .9523810. 
Then, the present value of 1 at 5% for six periods is 
. 7835262  .9523810 or . 7462154659 and the present 
value at 5% of $6,000 due in six periods is $6,000 x 
ig ya PA FSP ae rma RO ae BP $4,477 .2928 
(b) Given [from (a)]: 
Present value of 1 at 5% for six periods is . 7462154659. 
Then, the compound discount on 1 at 5% for six periods is 
1 — .7462154659 or . 2537845341, and the present value 
of an ordinary annuity of 1 at 5% for six periods is 
. 2537845341 + .65 or 5.075690682, and the present 
value of an ordinary annuity of $300 at 5% for six 
periods is $300 K 5.075690682 or.................. 1,522.7072 


Ads Sn bs RAS KEENS od LEH CASH edeR weed oeE— REET $16,266. 5593 


It remains only to calculate the interest to maturity at 5% compounded 
annually. This is done as follows: 
The annual interest is 5% of $16,266. 5593 or $813. 328. 
Given: 
Amount of 1 at 5% for four periods is 1.2155062. 
Then, the compound interest on 1 at 5% for four periods is 
1.2155062 — 1 or .2155062, and the amount of an ordi- 
nary annuity of 1 at 5% for four periods is .2155062 + 
.05 or 4.310124, and the amount of an ordinary annuity 
of $813.328 at 5% for four periods is $813.328 x 
4.310124 or $3,505. 5445. 
The amount of the new note should, therefore, be 
$16,266.5593 + $3,505.5445 or..............2.45.- $19,772. 1038 


EXAMINATION IN AUDITING 
May 19, 1927, 9:00 a. Mm. To 12:30 P. M. 
The candidate must answer all the following questions: 


No. 1 (10 points): 

Describe briefly a cash audit. What is the purpose of a cash audit and what 
are its limitations? 
Answer: 

A cash audit is generally understood as covering the examination of the 
records of cash received and disbursed during a period and the verification of 
the amount remaining at the end of the period. Cash, as referred to in this 
way, includes cheques, bank drafts, money orders, etc. and covers cash in banks 
as well as cash on hand, the latter including that in petty cash and working 
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funds. The auditor’s examination of the records should be directed to de- 
termine whether or not: 

(a) All cash receipts have been properly accounted for; 

(b) All cash disbursements have been duly authorized and properly re- 

corded; 

(c) The cash balance is in accordance with the records. 

A cash audit is usually made for the purpose of establishing the integrity of 
those who handle cash or of disclosing fraud should it exist. Where fraud is 
known to exist, a cash audit is usually resorted to for the determination of the 
extent of the fraud. Restriction of an examination to the cash records only is 
subject to the very important limitation that it can not disclose fraud in respect 
of cash received but not recorded, or of cash which should have been received 
but has not been. Moreover, a cash audit, because of its limited scope, often 
results in dissatisfaction to both auditor and client because it fails to disclose 
the more important facts which, it may rightfully be expected, can be presented 
as the result of an audit of broader scope. 

No. 2 (5 points): 

Define briefly and give examples of: 

(a) Current assets. 
(b) Current liabilities. 


(c) Fixed assets. 
(d) Intangible assets. 


Answer: 

Current assets are cash and other assets which will be converted into cash in 
the near future through the normal operations of the business. Examples are 
trade accounts receivable, inventories, temporary investments. 

Current liabilities are debts due in the near future. Examples are trade 
accounts payable, bank loans, accrued wages. 

Fixed assets are properties of a permanent nature used in the operation of 
the business and not intended for sale. Examples are land, buildings, ma- 
chinery. 

Intangible assets are those which have no bodily substance and whose value 
therefore resides, not in the physical properties of the assets themselves, but in 
the rights which their possession confers upon their owners. Examples are 
goodwill, franchises. 


No. 3 (10 points): 
What means may be used for verifying the correctness of the following items 
on the books of a business concern? 


(a) Bank balances. 

(b) Notes receivable which have been sent to bank for collection. 

(c) Securities which have been pledged as collateral for loans. 

(d) Indebtedness for money borrowed from banks. 

(e) Indebtedness on notes payable which have been sold through note 
brokers, the present holders being unknown to the makers. 


Answer: 
The means which may be used for verifying the correctness of the various 
items are as follows: 
(a) Bank balances.—By examination of the records of cash receipts and 
disbursements and by reconciliation of the balances per books with the 
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balances shown by the bank statements, confirmation of the latter 
being obtained from the depository banks by direct correspondence. 
The verification of bank balances should be simultaneous with the veri- 
fication of cash on hand, securities, negotiable paper, and any other 
assets which might be used to make good any shortages in the bank 
balances. 

(b) Notes receivable which have been sent to bank for collection.—By means 
of a certificate from the bank, together with an examination of the 
concern’s note records and the records of credits by the bank, either 
upon collection of the notes or at the time they are received by the 
bank for collection if the practice is to give credit at that time. 

(c) Securities which have been pledged as collateral for loans.—By means of 
a certificate from the pledgee as to the existence of the securities, by 
examination of the purchase or other records as to the cost thereof, and 
by reference to market quotations or similar sources of information as 
to market value of the securities. 

(d) Indebtedness for money borrowed from banks.—By means of certificates 
obtained from depository banks and other banks which may be indi- 
cated as possible sources of borrowings, certificates from the responsi- 
ble officers of the concern, itself, as to its outstanding obligations for 
money borrowed, and by examination of the “interest paid’ account 
and the minute book of the corporation. 

(e) Indebtedness of notes payable which have been sold through note 
brokers, the present holders being unknown to the makers.—By 
means of certificates from the note brokers, by examination of the 
records of cash receipts for entries of the proceeds of such notes, and by 
a comparison of the interest paid with the principal amount of notes 
shown as outstanding. 


No. 4 (15 points): 
Prepare a list of all important matters with reference to the item of inven- 
tories which require attention in making a balance-sheet audit. 


Answer: 


The matters requiring attention in making a balance-sheet audit, with 
reference to the item of inventories, may be roughly classified under two head- 
ings: 

I. Those matters which are involved in the verification of the amount at 
which the inventories are stated. 

Il. Those matters which appertain to the presentation of the item of inven- 

tories in the balance-sheet. 
Under I may be listed: 

(a) Verification of quantities: 

1. Determination of extent of the auditor’s verification, whether by 
actual supervision, by tests at date of audit, or only by examination 
of the book records and inventory sheets. 

2. Investigation as to method and time of taking the inventories and 
persons who took or supervised the taking of them. 

3. Comparison of quantities with previous purchases and sales or with 
book inventories if they are maintained. 
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4. Determination that goods held as consignee or as bailee or goods sold 
but undelivered are not included in the inventories and that any 
merchandise held by others but owned by the company are included. 

5. Examination as to merchandise in transit and merchandise for succeed- 
ing season received under post-dated invoices. 

6. Certification by responsible officers and employees as to correctness of 
quantities and indication of spoiled, damaged, or otherwise unsalable 
or unusable materials or merchandise. 

(b) Verification of prices: 

1. Examination of purchase invoices, cost records, etc., as to cost. 

2. Reference to market quotations, etc., as to market prices. 

3. Consideration of possible effect of sales commitments. 

4. Determination as to whether freight, drayage, duty, handling costs, 
etc., have been considered. 

5. Determination of the degree of completion of goods in process and 
proportion of costs applicable thereto. 

6. Comparison with previous inventories. 

. Study of prices used under special or unusual methods of inventory 
valuation. 
(c) Verification of mathematical accuracy of extensions and footings: 

1. Extent—whether complete or by tests. 

2. Check against original inventory sheets if copies have been used in 
making extensions and footings. 


~ 


Under II may be listed: 

(a) Classification of inventories as to supplies, raw materials, goods in 
process, or finished goods, and segregation of spoiled or damaged 
merchandise or merchandise not usable or salable for other reasons. 

(b) Ascertainment of bases of valuation of the various parts of the inven- 
tories. 

(c) Determination of the existence of liens or encumbrances of any kind 
upon the merchandise or materials included in the inventories. 


No. 5 (10 points): 

Why is it essential that any hypethemtien of assets, or any liens existing 
thereon, be disclosed in a balance-sheet? Indicate the steps you would take to 
ascertain whether or not any part of the inventory of a manufacturer has been 
pledged to secure loans or advances. 


Answer: 


It is essential to disclose in the balance-sheet any liens upon or hypothecation 
of assets in order to show readers of the balance-sheet whether any preferential 
payments will have to be made in the event of liquidation, whether there are 
any possible limitations upon the concern’s control over the assets, and whether 
there is any possibility of the concern’s being deprived of certain assets through 
enforcement of liens against them. 

In ordinary circumstances, where merchandise in the inventory of a manu- 
facturer is on hand, the steps taken to ascertain whether any part thereof has 
been pledged consist of obtaining certificates from the makers of loans or 
advances as to the security therefor. 
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Where any part of the merchandise is in warehouses, receipts covering all of 
such merchandise should be accounted for to see whether any may have been 
deposited with creditors in making a pledge of merchandise. 

Confirmation should also be obtained from consignees and bailees of mer- 
chandise to determine the terms under which it is held. 


No. 6 (10 points): 

Among the accounts receivable of the Mississippi Company, which aggregate 
approximately $1,000,000, you find the following: 

Account of $50,000 for sales during the previous month to the Jonesboro’ 
Dry Goods Company, 75 per cent. of whose capital stock is owned by the 
Mississippi Company. Sales to this company are settled promptly in 30 days. 

Account of $130,000 representing principally advances to the Memphis 
Metal Company (95 per cent. of whose capital stock is owned by the Mississippi 
Company) to enable it to make additions to its plant. A considerable part of 
the output of the Memphis Company is sold to the Mississippi Company at 
prices advantageous to the latter for use in its manufacturing operations. 

Account of $25,000 for advances to the Bluestone Sales Company, all of whose 
capital stock is owned by the Mississippi Company, but which has a bonded 
debt of $100,000 to others than the Mississippi Company. The advances were 
made principally to enable the Bluestone Camanay to continue in business in 
spite of losses sustained for several years past. 

Account of $28,000 for advances to the president of the company who ex- 
pects to pay it off during the next two years out of the percentage of the com- 
pany’s profits which is payable to him (if earned) under contract. 

What examination, if any, other than that which you would make of ordina 
customers’ accounts, would you deem desirable or necessary in the case of eac 
of the foregoing accounts? What treatment would you give these accounts in 
stating the balance-sheet of the Mississippi Company, (a) if it be a consolidated 
balance-sheet, or (b) if it be a non-consolidated balance-sheet? 


Answer: 


The auditor should inspect the minutes of the meetings of the board of di- 
rectors of the Mississippi Company for the authority for the advances to the 
affiliated companies and to the president of the company. All debits and 
credits to the accounts should be vouched, and the nature of the transactions 
ascertained. Confirmation of his account should be obtained from the presi- 
dent. By direct correspondence with the affiliated companies, their accounts 
should be confirmed and their balance-sheets obtained for the purpose of 
determining the collectibility of the amounts due. 

The advances to the president of the company, $28,000, should be transferred 
from accounts receivable and shown after current assets in either a consolidated 
or non-consolidated balance-sheet. 

If a non-consolidated balance-sheet is prepared for the Mississippi Company, 
the accounts receivable and advances of the affiliated companies should be 
transferred from accounts receivable and shown as follows: 

The account of Jonesboro’ Dry Goods Company should appear after “ ac- 
counts receivable—trade”’ in the current-asset section as ‘‘accounts receivable 
—affiliated company, $50,000.” 

The account of the Memphis Metal Company should be shown as “advances 
to affiliated company, $130,000." The advances to the Bluestone Sales 
Company, being in the nature of additional investments, should be added to the 
cost of the investment already made in this company, and should be shown as 


384 











Students’ Department 
—o—===€=<=<£=_*_*_¥<====_$==—=<——F————E—E——=£—_[_[[S==—[—L—=E=[=S==— 


such. Both of these items should appear in the balance-sheet, after current 
assets, as ‘investments in, and advances to affiliated companies.” 

If a consolidated balance-sheet is prepared to include the Jonesboro’ Dry 
Goods Company, the Memphis Metal Company and the Bluestone Sales 
Company, the inter-company balances should be eliminated and consequently 
they would not appear in the consolidated balance-sheet. If the Jonesboro’ 
Dry Goods Company is not included in the consolidation, the account receiv- 
able of that company should be shown separately as ‘accounts receivable— 
affiliated company, $50,000” in the current-asset section. 

No. 7 (10 points): 

State several reasons for the compilation of “audit papers” and, without 

naming each paper, describe what they should comprise. 


Answer: 

‘Audit papers’’ comprise the schedules, analyses and memoranda made by 
the auditor from which the report to the client is prepared. A separate work- 
ing paper is generally prepared to support each item appearing in the report. 

When indexed and filed, the audit papers are a permanent office record, con- 
taining a complete history of the case and a record of the work done by the 
auditor. 

No. 8 (10 points): 

You have been retained by the executors of a recently deceased member of a 
firm, which operated a silk-manufacturing business, to determine the fair value 
of his interest inthe firm. What matters, if any, would you take into consider- 
ation other than those included in the usual periodical audit of the firm’s ac- 
counts? Describe your procedure with respect to any such special questions. 
Answer: 

The auditor should inspect the partnership agreement, and be governed by 
any specific provisions relating to procedure in case of the death of a partner. 
It is assumed in this case that the deceased partner’s interest is to be sold to the 
remaining partner or partners at the values fixed by the auditor. 

While conservative accounting practice sanctions the principle that no 
profits should be expected in the case of going concerns, the application of 
the principle in this case would not be fair. In effect, the deceased partner’s 
interest should be valued as it would be if his share in the net assets were to be 
sold, and market prices at the date of death should govern. 

In addition to the matters considered in the usual periodical audit, the 
auditor should adjust the inventories, investments, and fixed assets to market 
value. While excessive provision for bad debts, depreciation and miscellaneous 
contingencies might be condoned in preparing a balance-sheet from the view- 
point of a going concern its propriety is at least questionable when the balance- 
sheet is to be used as the basis for settlement of the deceased partner's estate. 

If the partnership agreement includes the placing of a value on goodwill, the 
auditor should consider this asset in arriving at the fair value of the deceased 
partner’s interest. 

No. 9 (10 points): 

In making a detailed audit, describe how you would satisfy yourself that the 

sales had been properly accounted for in three of the following five cases: 
(a) An automobile manufacturer. 
(b) A bituminous coal operator. 
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(c) A manufacturer of heavy machine tools. 
(d) A silk-dress-goods manufacturer. 
(e) A building contractor. 


Answer: 


In the audit of sales, it is well for the auditor to bear in mind possible methods 
of manipulation, such as: 

(1) Inflation of selling prices and quantities, especially of most recent sales, 

(2) Treatment of consignments and approval shipments as sales. 

(3) Sales records “held open” to include shipments of the following period. 

Comparisons of sales by months should be made for the purpose of detecting 
manipulation which may occur, generally during the last month of the period. 
Any relative increase in the last month and decrease in the following month 
should be investigated. 

Return sales, rebates, allowances and discounts should be considered in the 
audit of sales. 

In the five cases given in the question, certain steps applicable to all should 
be taken. 

(1) All the duplicate sales invoices for the period should be accounted for. 

(2) Substantial tests of invoice prices, extensions, and footings should be 

made. 

(3) Invoices should be checked to the sales journal. 

(4) Footings of the sales journal should be verified. 

(5) Postings to the control account should be checked. 

(6) A substantial number of postings to customers’ accounts should be 

checked. 

(7) A substantial number of invoices should be checked against the shipping 

‘ records. 

(8) Approval for return sales, rebates, allowances and discounts should be 

checked. 

(9) Returned merchandise should be traced to the stock records. 

In addition to the steps outlined above, the auditor, in case (a), an automo- 
bile manufacturer, and in case (c), a manufacturer of heavy machine tools, 
should check the shipping records to the record of bills of lading, and the receipt 
of cash for the discount or collection of the sight drafts generally attached. 

In case (b), a bituminous coal operator, he should check the shipping records 
against the record of cars used in hauling the coal, and the cash receipts to 
customers’ accounts. 

In case (e), a building contractor, he should check the sales to contracts, and 
to the cost records. 


No. 10 (10 points): 

May a certificate of a balance-sheet be qualified without necessarily reflecting 
on the validity of the balance-sheet? If in your opinion such may be the case, 
state the conditions and write two certificates as illustrations. 


Answer: 

A certificate may be qualified without reflecting on the validity of the 
balance-sheet. Where conditions are present under which the auditor can not 
state that in his opinion the balance-sheet reflects the financial position of the 
company, he qualifies his certificate as to the conditions. 
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Two common examples of such qualifications are: 

(1) Where no provision has been made for federal income taxes, and 

(2) Where the inventory quantities were certified to by officers of the com- 
pany, but were not verified by the auditor. 

The following qualified certificates are given as illustrations: 


We hereby certify that we have examined the books of account and records 
of the Blank Company, Detroit, Michigan, as of the close of business, December 
31, 1926, and that, in our opinion, based upon the records examined and the 
information obtained by us, and subject to the liability for federal income taxes, 
the accompanying balance-sheet is drawn up so as to set forth correctly the 
financial position of the company at the date named. 

(Signed) A. B. and Company. 


We have audited the books of account of the Blank Company for the year 
ended December 31, 1926. 

The inventories have been certified to us as to quantities by responsible 
officers of the company and were verified by us as to extensions, footings, and 
pricing; they are valued at‘cost or market, whichever is lower. 

We hereby certify that in our opinion, subject to the foregoing qualification, 
the accompanying balance-sheet presents the financial condition of the com- 
pany at the close of business, December 31, 1926. 

(Signed) A. B. and Company, 
Certified Public Accountants. 


Date 


AMORTIZATION OF BonD DISCOUNT 


Editor, Students’ Department. 

Sir: Permit me to call your attention to an error made in your solution of 
problem No. 5 of the Institute examination of May 19, 1927, part 1. 

Your solution is prefaced with the remark that the income-tax regulations 
prescribe no method of proration of bond discount. Although this is true, the 
method to be followed is set forth in I. T. 1412. This ruling prescribes the 
“serial method,” under which the amortization, omitting years after 1929, 
would be as follows: 











Series Discount 
applicable Yearly Amount of amortization 
Due Amount 11%) proportion 1927 1928 1929 

Se $10,000 $1,100 1/1 , e 5 Bee eee Bictcad 
| epee: 15,000 1,650 1/2 825.00 Se .. wieene 
APT Fe 20,000 2,200 1/3 733.33 733.33 733.34 
a o's dhstsrgriacthal eben ie 25,000 2,750 1/4 687.50 687.50 687.50 
ES ee 30,000 3,300 1/5 660.00 660.00 660.00 
| Se 35,000 3,850 1/6 641.67 641.67 641.66 
ERR Ee 40,000 4,400 1/7 628.57 628.57 628.57 
Sr: 125,000 13,750 1/8 1,718.75 1,718.75 1,718.75 
$300,000 $33,000 $6,994.82 $5,894.82 $5,069.82 








While I hold no brief for the method prescribed, reference to the article by 
F. C. Belser, appearing on page 330 of THE JouRNAL oF ACCOUNTANCY for 
May, 1927, shows that amortization on the basis of the “ bonds outstanding 
method”’ is also often far from being scientific. I know of many instances in 
which I. T. 1412 has not been followed, but this does not alter the fact that 
the method shown above is the one recognized by the income-tax unit. 

Yours truly, 
O. E. FIscHER. 


We think that the foregoing letter states the case admirably. The regula- 
tions do not prescribe, but I. T. 1412 states the “recognized” method. How- 
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ever, the fact that it is not rigidly prescribed appears to be evidenced by many 
instances in which other methods have been applied. 

The “bonds outstanding” method is not scientifically accurate, as shown by 
Mr. Belser’s article to which Mr. Fischer alludes, but we doubt whether the 
“serial method” is any more accurate. In fact it is likely to be less accurate 
because it gives consideration to only the par value of the bonds in the several 
series and not to the periods during which they are outstanding. 

To illustrate, assume the following issue of 4% serial bonds sold on a 6% 


basis: 





Par Maturity Price 
(per bond 

table) 
$100....... nese tanees 1 year $98.09 
100... , ; 2 years 96.28 
0... , 3 years 94.58 
100. . paaea 4 years 92.98 
ae sehcsivin diese 5 years 91.47 

$500 $473.4 


The total charge for interest and amortization (by the scientific method) of 
discount during each year would be as follows: 











Charge to 
interest Interest Discount Principal 
End of 6% paid amortized paid Balance 
$473.40 
M year ‘ $14.20 $10.00 $4.20 477.60 
1 year.. ve. 14.33 10.00 4.33 $100.00 381.93 
$8.53 
1% years , er 11.46 8.00 $3.46 385 .39 
2 years 11.56 8.00 3.56 100.00 288.95 
$7.02 
2% years ‘ 8.67 6.00 $2.67 291.62 
3 years 8.75 6.00 2.75 100.00 194.37 
$5.42 
3% years 5.83 4.00 $1.83 196.20 
4 years 5.89 4.00 1.89 100.00 98.09 
$3.72 
4% years 2.94 2.00 $.94 99.03 
S years 2.97 2.00 .97 err 
$1.91 
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By the bonds-outstanding method, the discount amortized each year 
would be: 

















Bonds 
Year outstanding Fraction Amount 
are ee $500.00 §/15 $8 . 88 
© oe waded wd 400.00 4/15 7.09 
| ere ras Sy 300.00 3/15 5.32 
ne Be ee 200.00 2/15 3.54 
a a Ne is a ala i 100.00 1/15 1.77 
$26.60 
But by the serial method the amortization would be: 
Due end Discount Yearly ist 2nd 3rd 4th Sth 
of year Amount (5.32%) proportion year year year year year 
| Pe et ae $100.00 $5.32 1/1 GCG. Gin Bas Beas Be 
Bs Sos ako prealens aie 100.00 §.32 1/2 2.66 2.66 woe ‘ 
3 er 100.00 §.32 1/3 1.77 1.77 1.78 = aal 
4.. 100.00 §.32 1/4 1.33 1.33 1.33 1.33 
Bs 100.00 §.32 1/5 1.06 1.06 1.06 1.07 1.07 
$500.00 $26.60 $12.14 $6.82 $4.17 $2.40 $1.07 














The error of principle in this method lies in the failure to recognize that the 
discount on a $100 bond due in five years is more than the discount on a $100 
bond due in one year. Or, put in another way, the apportionment of the dis- 
count of $26.60 should be based on a consideration of the life as well as the 
amount of each group of bonds in the series. The discount on the bonds matur- 
ing at the end of one year is not $5.32, as shown above, but $1.91 as shown by 
the statement of bond values ($100 — $98.09). 

More accurate results could be obtained by weighting the bonds on a basis of 
amount and life, and thus apportioning the discount: 


ist 2nd 3rd 4th Sth 





Par Life Product Fraction Discount year year year year year 
BE ov ccccwe 1 100 1/15 me 8 Se re ee eee eS 
re 2 200 2/15 o.38 O.3F &.97 
100.00 ... 3 300 3/15 5.2 tt. «Gr: hlCh6RLw hited 
100.00 . , 4 400 4/15 74 1.987 +7 1.3 i. 
ae 5 500 5/15 8.038 1.77 i397 i... .i.08 1.38 
ME dca. sa ectca a Gave che ae $26.60 $8.85 $7.08 $5.33 $3.56 $1.78 








But this attempt to correct the error in principle in the serial method pro- 
duces the results of the bonds-outstanding method. That method, therefore, 
though scientifically inexact, appears to be more correct in principle and results 
than the serial method. 
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Book Reviews 


HOW TO READ A PROFIT-AND-LOSS STATEMENT, by HErBeErt G, 
STOCKWELL. The Ronald Press Co., New York. 411 pages. 

Measured by the em the balance-sheet statement is predominant; the income 
statement relatively unimportant. The balance-sheet stands forth in all the 
pomp and circumstance of place and position; the income statement lags, 
shriveled and feeble, far behind. Where we might reasonably expect to see 
the pair traveling as a well matched team we find only an incongruent tandem. 

It is of course interesting and essential to know where an enterprise rests at 
a given moment, but its experiences in getting fromone resting point to another 
are surely most suggestive segments of its history. Arrival is an end; the road 
traveled is a means and its trend projects the view beyond the momentary 
position. The game, not the score, tells the story. Stevenson expressed it, 
“‘to travel hopefully is a better thing than to arrive, and the true success is to 
labor.” 

Is this distinction because accountants have made it their conscious affair 
or is it due to the difficulty of picturing the income process; the momentary 
situation being an accomplished fact—a sort of petrifaction—while income is 
a running series of interlocking occurrences—a thing of life and movement? 
A motion-picture camera needed for the one; a simple kodak answering for the 
other. 

Accountants should be grateful that one of their guild has given thought 
to and endeavored to throw a little more light on the neglected half of the two 
formal business statements as does How to Read a Profit-and-Loss Statement 
—and does in an interesting way. It uses well over a hundred actual cases 
as texts for short and clear expositions of various perplexing problems, and as 
each case illustrates a different point it may be assumed that very many, if not 
most, of the knotty problems which confront the accountant in the income 
part of his work are here dealt with in some fashion; not always exhaustively, 
of course, for that is beyond the limits of a single volume, but sufficiently. 
Moreover, the book is not lacking in suggestion and stimulus to broader and 
more comprehensive practice. 

Just what the non-accountant would draw from this book, or from any book 
on accounting for that matter, would depend on the extent of his knowledge of 
accounting, or at least upon his familiarity with its language—a matter of the 
individual person—but to all accountants it will be of interest. 

The feeling with which the book is finished is that the income account in the 
form at present published is far from a satisfying statement. Purporting to 
be a record of performance it exhibits neither life nor movement, presents only 
the result of action, solidifies a flow, shows the end, not the course, of the income 
operation. That such feeling is tending to become more general is apparent 
in the growing practice of issuing quarterly statements, but the complete 
remedy, unfortunately, is not quite so apparent. 

Louis G. PELOUBET. 
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OUTLINES OF ACCOUNTING, VOL. II, by Wmrtmm S. Kress. 
Henry Holt & Co., New York. 1059 pages. 


Outlines of Accounting, a rather formidable volume, may be viewed from 
two angles: first, as a textbook for the second course at Washington University, 
which is its stated purpose; second, as a complete treatise on the theory of 
accounts for the edification of those who enjoy theorizing to the mth power on 
all sorts of subjects. Considering the first, we are informed by the author that 
it is the second volume of a series and is to be followed by a third “before the 
whole of general accounting has been considered.” If the first and third vol- 
umes are commensurate in size with the one before me I confess I am rather 
startled at the mass of detail which the student at Washington University is 
expected to assimilate. But “the proof of the pudding is the eating thereof,” 
and if the three-year course turns out a higher percentage of qualified account- 
ants than the average school, there is no more to be said except that I should 
regard them with some awe, recalling Goldsmith’s lines: 

“. . . and still the wonder 
That one small head could carry all he knew!” 

From the other angle Mr. Krebs’ book will be a delight to those who would 
study the theories underlying the principles of accounting, and it inspires a 
high respect for the author’s indefatigable labor and research in following up 
every possible by-path in the mazes of accounting theory. The majority of 
textbook writers are content with stating methods and theories which seem 
right to them and ignoring more or less all others. Mr. Krebs, on the contrary, 
takes infinite pains to state impartially every theory applicable to a given 
method, and endeavors to show the strong and weak points of each. “Sweet 
reasonableness’’ may well be considered the key-note of the whole book. 

It is necessary to bear in mind, however, that the book is written primarily 
for the student; otherwise the accountant of experience is likely to become 
bored with the long succession of illustrative journal entries he will encounter. 
Nevertheless, these entries are frequently illuminating and help to make the 
author’s points clearer, especially to that type of mind which demands the 
concrete application. The profuse use of such entries is rather a novelty in 
accounting literature of this class, and it is also curious to find so much space 
given to account forms which are rarely found in ledgers. For instance, I have 
never seen an inventory nor a cost-of-sales account actually carried on a 
ledger. The inventory is customarily a balancing item in the purchase ac- 
count, while cost of sales appears only in the profit-and-loss statement. Un- 
doubtedly the series of accounts as shown by Mr. Krebs is helpful to the 
student, but the latter ought to be warned not to expect to find all of them in 
actual use. 

Any attempt to review critically the contents of this volume would fill 
more pages of THE JOURNAL than would be permitted. Suffice it to say chap- 
ters I to IV contain a full and exhaustive description of the purpose and 
use of the voucher system; chapters V to XXXII cover all the classes of 
accounts which should appear in the ledger, chapters XX XIII to XXXV are 
devoted to a suggestive and interesting discussion of the need for several 
balance-sheets, and the last two chapters deal with the nature and proper 
apportionment of depreciation. 
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Probably most active practitioners would take exception to the author’s in- 
clination in favor of differing balance-sheets as against a uniform standard one. 
His argument is that there are four main classes of those interested in balance- 
sheets—security-holders, short-term creditors, managers and the government— 
and the same balance-sheet will not satisfy all. That may be so, but I think 
the majority of practising accountants would prefer a single standard for the 
balance-sheet, relegating the respective data as to special information to the 
report or, in the case of the government, to a reconciliation statement. 

Chapters XXX to XXXII, a very full and keen analysis of surplus, reserves 
and sinking funds, I found particularly interesting. No phase of accounting 
is more difficult to understand and handle properly, and the author’s suggestion 
of a thorough revision of nomenclature is well taken. 

The book is well written and arranged though there is considerable repetition, 
but again we must remember it is primarily a textbook. Format and printing 
are excellent, and though there are instances here and there that the proof- 
reader drowsed a bit (maybe it was the subject!) there is nothing tending to 
mislead the reader. 

In conclusion it is not too much to say that in this volume we have a sum- 
mary to date of all established accounting theory, a notable milestone in 
accounting literature. If now a moratorium could be declared on the publi- 
cation of academic theories until practising accountants discover new ones— 
but perhaps that is too much to expect! 

W. H. Lawton. 





DESCRIPTIVE ECONOMICS, by R. A. LexFELpt, Professor of Economics, 
University of Witwatersrand, Johannesburg. Oxford University Press, 
American Branch, New York. 112 pages. 


Descriptive Economics is rather an introduction to the study of eco- 
nomics than an attempt to lay down any doctrines favored by the author. 
It is indeed pleasant to find a book on economics, written by a professor in 
a far-away country, so entirely free from the note of personal dogmatism; we 
are unused to such an attitude in our instructors. 

As a historical survey of conditions, suitable for study before beginning to 
attack specific problems, the book is singularly complete and luminous; its 
106 pages convey a quantity of information and a breadth of view that could 
hardly have been expected within such limits. 

Although the author does not intend primarily to deal with theory he is 
forced to give some matter that is unavoidably dependent in part on theory 
and opinion. In such cases the opinions given are, I think, temperate, sane and 
often valuable. For instance, after giving figures (for 1923) showing that rail- 
ways in the U. S. A. paid, on the whole 444% on bonded debt and 4.53% on 
capital stock, the book continues: 

“It is certain that if it could have been known beforehand what divi- 
dends would be earned private investors would never have put their money 
into railway construction in the United States except in a few favored 
localities. . . . In England the situation is the same.” 

It may be said, of course, that the private investor did not originally build 
railways; that they were built by speculators who sold the stock to investors 
at such prices that their investment did not at all reflect the cost of the rail- 


392 

















Book Reviews 


———eeeEeEeEeEeEeEeEeESs=SQ=QSQ™QQQ™™NO@QQOSQ@SQ™EDS™EESONOONONONNNOOOa—SYS 





ways, and that the return on money actually used to construct railways is 
well over 4.53%. Probably the truth lies between these two extremes; the 
author, a South African, can hardly be charged with full knowledge of all that 
American railway promoters did in the distant past, and his statement has a 
world of truth in it. 

The author’s chapter on “Government and industry” is good reading for 
any person. He says, 

“. . . now the world is so used to depending on government to do 
things that it is difficult to get due weight allowed for the real merits of 
private initiative.” 

Would that all our amateur economists would read, mark, learn and in- 
wardly digest this little book! 
FRANK W. THORNTON. 


AUDITS, by A. E. Cutrorta. Gee & Co. Lid., London. 281 pages. 


The seventh edition of the very estimable but prosaic work, Audits, has 
appeared, whose twofold purpose continues to be: 

(1) To outline the main principles of auditing and to set out in summarized 

form the practice of auditors; and 

(2) To present the information in a manner suited to the requirements of 

students for examinations. 

The only difference between this edition and the preceding one is that the 
author has enlarged the new edition by the addition of chapters on the pro- 
cedure of auditing, the concern of the auditor with the question of asset values, 
and depreciation of wasting assets. 

This book will make interesting reading for the accountant in this country, 
if only because of the possibility of comparing our methods with those used 
by English accountants. The differences in procedure are in some cases quite 
striking. For example, as the answer to an examination question asking 
that a list of instructions be prepared for the guidance of the bookkeeper show- 
ing the work which should be done before the audit commences, the author 
gives the following: 


“Before the auditor is asked to attend, the bookkeeper should have com- 
pleted the preparation of the balance-sheet and profit-and-loss account, with 
schedules showing how each of the composite items in these statements of 
accounts is composed. 

“The above involves, or should involve, the balancing of the books; the 
ruling off of ledger accounts and the bringing down of the balances thereon 
in ink; the putting through of ali closing and adjusting entries at the end of 
the year (e. g., in regard to reserves ler outstanding expenses, ne open 
for depreciation, writing off of bad debts, provision for doubtful debts); sub- 
mission of a trial balance which the auditor could check with the balances 
on the books and then subsequently with the figures on the schedules to the 
balance-sheet and profit-and-loss account. The bookkeeper should also have 
reconciled the balances on the banker’s passbook with the balances shown in 
the cashbook and prepared a reconciliation statement. He should also have 
all cash and other vouchers arranged in the order of the entries of the books, and 
—_ such as creditors’ statements, arranged in the same order as the list of 
creditors.” 


The discussion with respect to depreciation is particularly interesting. 
The author states that the law in England makes a clear distinction between 
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depreciation of floating assets and depreciation of fixed assets. Depreciation 
of floating assets must be provided before profits available for dividends can 
be determined; but depreciation of fixed assets need not be so provided. The 
point is stressed, however, that this distinction is made not from the economic 
but from the legal viewpoint. The author goes on to say that “although, in 
the case of a limited company, dividends can only be paid out of profits, it has 
been decided in the courts that there is no legal compulsion to charge, in arriv- 
ing at such profits, anything in respect of the depreciation of wasting assets, 
as, for example, buildings, plant, machinery, etc.” 

The question of depreciation in the case of parliamentary companies (such 
as railways, gas, water and electric-light companies) is also interesting. In 
the case of these companies depreciation is credited to a renewals fund. When 
an asset is to be replaced, the cost of the replacement is charged to the renewals 
fund, leaving the cost of the original asset still in the capital account. Theo- 
retically, therefore, the balance to the credit of the renewals fund should 
always represent the accrued depreciation to date on all assets for which the 
fund was created. In practice, however, this does not work out, for, as a 
matter of fact, the author tells us that some companies meet their renewals 
out of revenue when the expenditures are incurred, and do not provide for 
such renewals in advance. It will be readily understood that complications 
may arise in the renewal funds when it is considered that the additions to these 
funds are made up of depreciation set aside on assets, most of which were 
purchased prior to the war. When these assets are renewed, the renewal 
cost is so much greater than the pre-war cost that unless some provision is 
made to capitalize the excess, the renewals fund will soon have a debit instead 
of a credit balance. In the case of parliamentary companies the author 
attempts to justify their not being required to accrue depreciation on wasting 
assets. He uses for example a railway company, and points out that it would 
not be in a position to “exhibit a credit balance on its net revenue account, 
on which it could pay a dividend, for quite a number of years,” if ‘from the 
time it first opened its system to traffic in a yet undeveloped country, it had 
to charge against its revenue account provision for the renewal, at varying 
scales, of its rails, sleepers, stations, telegraphs, rolling stock, etc., according 
to the expected life of such assets.’’ He suggests that ‘‘from this point of view 
there is much to be said for the method of accounting whereunder all necessary 
charges for maintenance are debited against revenue as and when incurred; 
but whereas, as regards the depreciation charge (such charge) is, in whole or in 
part, deferred until a time when presumably the assets in question are much 
more fully revenue-earning.”’ 

W. B. FRANKE, 
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